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INCOME TAX

T.D. 9424, page 1012.
Final regulations under section 1502 of the Code provide rules
for determining the tax consequences of a member’s trans-
fer (including by deconsolidation and worthlessness) of loss
shares of subsidiary stock. The regulations also provide that
section 362(e)(2) generally does not apply to transactions be-
tween members of a consolidated group.

REG–157711–02, page 1087.
This document contains a partial withdrawal of proposed reg-
ulations under section 1502 of the Code. Proposed section
1.1502-13(e)(4), which would have suspended the application
of section 362(e)(2) in the case of intercompany transactions,
and section 1502-32(c)(1)(ii), relating to the treatment of items
attributable to property transferred in an intercompany section
362(e)(2) transaction, are withdrawn.

Notice 2008–94, page 1070.
This notice provides guidance on certain executive compensa-
tion provisions of the Emergency Economic Stabilization Act
of 2008 (EESA). Section 302 of EESA added new sections
162(m)(5) and 280G(e) to the Code. Section 162(m) limits the
deductibility of compensation paid to certain corporate execu-
tives and section 280G provides that a corporate executive’s
excess parachute payments are not deductible and imposes
(under Code section 4999) an excise tax on the executive for
those amounts.

Notice 2008–95, page 1076.
This notice provides instructions on how and where to file
amended returns to take advantage of section 3082(a) of
Public Law 110–289. This notice also provides a benefit to
certain taxpayers who took casualty loss deductions resulting

from Hurricanes Katrina, Wilma, or Rita and who later received
certain grants in compensation.

Notice 2008–96, page 1077.
This notice updates and amplifies the procedures for the al-
location of credits under the qualifying advanced coal project
program of section 48A of the Code. Notice 2007–52 updated
and amplified.

Notice 2008–97, page 1080.
This notice provides that no allocation of credits will be con-
ducted in 2008–09 under the qualifying gasification project pro-
gram of section 48B of the Code. Notice 2007–53 updated.

Notice 2008–100, page 1081.
Section 382. This document provides guidance regarding
section 382 treatment of interests in a loss corporation ac-
quired by the federal government pursuant to the Emergency
Economic Stabilization Act of 2008.

Notice 2008–101, page 1082.
This notice provides clarification that, unless and until guidance
is issued to the contrary, no amount furnished by the Treasury
Department to a financial institution pursuant to the Troubled
Asset Relief Program (TARP) established by the Secretary of
the Treasury under the Emergency Economic Stabilization Act
of 2008 will be treated as the provision of federal financial
assistance within the meaning of section 597 of the Code.
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Rev. Proc. 2008–65, page 1082.
Section 168(k)(4) guidance. This procedure clarifies the ef-
fects of making the Code section 168(k)(4) election to forgo
additional first year depreciation and accelerate pre-2006 re-
search and alternative minimum tax credits, the property eli-
gible for the election, and the computation of the amount by
which the business credit limitation under section 38(c) and al-
ternative minimum tax credit limitation under section 53(c) may
be increased if the election is made.

Announcement 2008–98, page 1087.
This announcement proposes amendments to the Qualified In-
termediary (QI) Agreement and to the QI Guidance for External
Auditors of Qualified Intermediaries. The amendments are in-
tended to ensure that qualified intermediaries are taking the
necessary steps to fully comply with their obligations under
the QI agreement. The announcement also solicits public com-
ments regarding the amendments.

EMPLOYEE PLANS

Notice 2008–94, page 1070.
This notice provides guidance on certain executive compensa-
tion provisions of the Emergency Economic Stabilization Act
of 2008 (EESA). Section 302 of EESA added new sections
162(m)(5) and 280G(e) to the Code. Section 162(m) limits the
deductibility of compensation paid to certain corporate execu-
tives and section 280G provides that a corporate executive’s
excess parachute payments are not deductible and imposes
(under Code section 4999) an excise tax on the executive for
those amounts.

Notice 2008–98, page 1080.
This notice provides that the IRS and Treasury intend to amend
the normal retirement age regulations to change the effective
date for governmental plans to plan years beginning on or af-
ter January 1, 2011. This will give governmental plans two
additional years to comply with the requirements in the normal
retirement age regulations.

EXEMPT ORGANIZATIONS

Announcement 2008–100, page 1090.
The IRS has revoked its determination that the Gordon Space
Foundation of Detroit, MI, qualifies as an organization described
in sections 501(c)(3) and 170(c)(2) of the Code.

ADMINISTRATIVE

Announcement 2008–98, page 1087.
This announcement proposes amendments to the Qualified In-
termediary (QI) Agreement and to the QI Guidance for External
Auditors of Qualified Intermediaries. The amendments are in-
tended to ensure that qualified intermediaries are taking the
necessary steps to fully comply with their obligations under
the QI agreement. The announcement also solicits public com-
ments regarding the amendments.

Announcement 2008–99, page 1089.
This document contains a correction to temporary regulations
(T.D. 8073, 1986–1 C.B. 45) relating to effective dates and
certain other issues arising under sections 91, 223, and
511–561 of the Tax Reform Act of 1984. This action is
necessary because of changes to the applicable tax law made
by the Tax Reform Act of 1984. The regulations will affect
qualified employee benefit plans, welfare benefit funds, and
employees receiving benefits through such plans.
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The IRS Mission
Provide America’s taxpayers top quality service by helping them
understand and meet their tax responsibilities and by applying

the tax law with integrity and fairness to all.

Introduction
The Internal Revenue Bulletin is the authoritative instrument of
the Commissioner of Internal Revenue for announcing official
rulings and procedures of the Internal Revenue Service and for
publishing Treasury Decisions, Executive Orders, Tax Conven-
tions, legislation, court decisions, and other items of general
interest. It is published weekly and may be obtained from the
Superintendent of Documents on a subscription basis. Bulletin
contents are compiled semiannually into Cumulative Bulletins,
which are sold on a single-copy basis.

It is the policy of the Service to publish in the Bulletin all sub-
stantive rulings necessary to promote a uniform application of
the tax laws, including all rulings that supersede, revoke, mod-
ify, or amend any of those previously published in the Bulletin.
All published rulings apply retroactively unless otherwise indi-
cated. Procedures relating solely to matters of internal man-
agement are not published; however, statements of internal
practices and procedures that affect the rights and duties of
taxpayers are published.

Revenue rulings represent the conclusions of the Service on the
application of the law to the pivotal facts stated in the revenue
ruling. In those based on positions taken in rulings to taxpayers
or technical advice to Service field offices, identifying details
and information of a confidential nature are deleted to prevent
unwarranted invasions of privacy and to comply with statutory
requirements.

Rulings and procedures reported in the Bulletin do not have the
force and effect of Treasury Department Regulations, but they
may be used as precedents. Unpublished rulings will not be
relied on, used, or cited as precedents by Service personnel in
the disposition of other cases. In applying published rulings and
procedures, the effect of subsequent legislation, regulations,

court decisions, rulings, and procedures must be considered,
and Service personnel and others concerned are cautioned
against reaching the same conclusions in other cases unless
the facts and circumstances are substantially the same.

The Bulletin is divided into four parts as follows:

Part I.—1986 Code.
This part includes rulings and decisions based on provisions of
the Internal Revenue Code of 1986.

Part II.—Treaties and Tax Legislation.
This part is divided into two subparts as follows: Subpart A,
Tax Conventions and Other Related Items, and Subpart B, Leg-
islation and Related Committee Reports.

Part III.—Administrative, Procedural, and Miscellaneous.
To the extent practicable, pertinent cross references to these
subjects are contained in the other Parts and Subparts. Also
included in this part are Bank Secrecy Act Administrative Rul-
ings. Bank Secrecy Act Administrative Rulings are issued by
the Department of the Treasury’s Office of the Assistant Secre-
tary (Enforcement).

Part IV.—Items of General Interest.
This part includes notices of proposed rulemakings, disbar-
ment and suspension lists, and announcements.

The last Bulletin for each month includes a cumulative index
for the matters published during the preceding months. These
monthly indexes are cumulated on a semiannual basis, and are
published in the last Bulletin of each semiannual period.

The contents of this publication are not copyrighted and may be reprinted freely. A citation of the Internal Revenue Bulletin as the source would be appropriate.

For sale by the Superintendent of Documents, U.S. Government Printing Office, Washington, DC 20402.

2008–44 I.R.B. November 3, 2008



November 3, 2008 2008–44 I.R.B.

Place missing child here.



Part I. Rulings and Decisions Under the Internal Revenue Code
of 1986
Section 38.—General
Business Credit

Section 168(k)(4) allows corporations to make an
election to forgo additional first year depreciation and
instead to increase their business credit limitation un-
der § 38(c) (including the research credit determined
under § 41) or alternative minimum tax credit limi-
tation under § 53(c). See Rev. Proc. 2008-65, page
1082.

Section 41.—Credit for
Increasing Research
Activities

Section 168(k)(4) allows corporations to make an
election to forgo additional first year depreciation and
instead to increase their business credit limitation un-
der § 38(c) (including the research credit determined
under § 41) or alternative minimum tax credit limi-
tation under § 53(c). See Rev. Proc. 2008-65, page
1082.

Section 52.—Special Rules
— Controlled Group of
Corporations

All corporations which are treated as a single em-
ployer under § 52(a) (generally any controlled group
of corporations within the meaning of § 1563(a),
determined by substituting “more than 50 percent”
for “more than 80 percent” each place it appears
in that section) shall be treated as one taxpayer for
purposes of § 168(k)(4) and as having elected to
apply § 168(k)(4) if any such corporation so elects.
See Rev. Proc. 2008-65, page 1082.

Section 53.—Credit for
Prior Year Minimum
Tax Liability

Section 168(k)(4) allows corporations to make an
election to forgo additional first year depreciation and
instead to increase their business credit limitation un-
der § 38(c) (including the research credit determined
under § 41) or alternative minimum tax credit limi-
tation under § 53(c). See Rev. Proc. 2008-65, page
1082.

Section 168.—Accelerated
Cost Recovery System

Section 168(k)(4) allows corporations to make an
election to forgo additional first year depreciation and
instead to increase their business credit limitation un-
der § 38(c) (including the research credit determined

under § 41) or alternative minimum tax credit limi-
tation under § 53(c). See Rev. Proc. 2008-65, page
1082.

Section 401.—Qualified
Pension, Profit-Sharing,
and Stock Bonus Plans

The final regulations under section 401(a) relating
to distributions from a pension plan upon attainment
of normal retirement age will be amended to change
the effective date for governmental plans to plan years
beginning on or after January 1, 2011. See Notice
2008-98, page 1080.

Section 414(d).—Gov-
ernmental Plan

The final regulations under section 401(a) relating
to distributions from a pension plan upon attainment
of normal retirement age will be amended to change
the effective date for governmental plans to plan years
beginning on or after January 1, 2011. See Notice
2008-98, page 1080.

Section 597.—Treatment
of Transactions in
Which Federal Financial
Assistance Provided

A notice provides clarification that, unless and un-
til guidance is issued to the contrary, no amount fur-
nished by the Treasury Department to a financial in-
stitution pursuant to the Troubled Asset Relief Pro-
gram established by the Secretary of the Treasury
under the Emergency Economic Stabilization Act of
2008 will be treated as the provision of Federal fi-
nancial assistance within the meaning of section 597
of the Internal Revenue Code. See Notice 2008-101,
page 1082.

Section 1502.—Regulations
26 CFR 1.358–6: Stock basis in certain triangular
reorganizations.

T.D. 9424

DEPARTMENT OF THE
TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Unified Rule for Loss on
Subsidiary Stock

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations and removal
of temporary regulations.

SUMMARY: This document contains final
regulations under sections 358, 362(e)(2),
and 1502 of the Internal Revenue Code
(Code). The regulations apply to corpora-
tions filing consolidated returns, and cor-
porations that enter into certain tax-free
reorganizations. The regulations provide
rules for determining the tax consequences
of a member’s transfer (including by de-
consolidation and worthlessness) of loss
shares of subsidiary stock. In addition, the
regulations provide that section 362(e)(2)
generally does not apply to transactions
between members of a consolidated group.
Finally, the regulations conform or clarify
various provisions of the consolidated re-
turn regulations, including those relating
to adjustments to subsidiary stock basis.

DATES: Effective Date: These regulations
are effective on September 17, 2008.

Applicability Date: For dates of
applicability, see §§1.358–6(f)(3),
1.1502–13(l)(1), 1.1502–19(h), 1.1502–21
(h)(1)(iii), 1.1502–31(h)(1), 1.1502–32
(h)(9), 1.1502–33(j)(1), 1.1502–35(j),
1.1502–36(h), 1.1502–75(l), 1.1502–30
(c), 1.1502–80(h), 1.1502–80(a)(4),
1.1502–80(j), 1.1502–91(h)(2), and
1.1502–99(b)(4).

FOR FURTHER INFORMATION
CONTACT: Marcie P. Barese at
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(202) 622–7790, Sean P. Duffley at (202)
622–7770, or Theresa Abell at (202)
622–7700 (none of the numbers are
toll-free).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information con-
tained in these final regulations has been
reviewed and approved by the Office of
Management and Budget in accordance
with the Paperwork Reduction Act of
1995 (44 U.S.C. 3507(d)) under control
number 1545–2096. The collection of
information in these final regulations is in
§1.1502–36(e)(5). The collection of infor-
mation is necessary to allow a corporation
to redetermine basis under the basis rede-
termination rule when it sells all the stock
of a subsidiary, to modify the application
of the attribute reduction rule, to apply the
Unified Loss Rule retroactively to certain
intercompany transfers, and to reattribute
a section 382 limitation.

An agency may not conduct or sponsor,
and a person is not required to respond to, a
collection of information unless it displays
a valid control number.

Books or records relating to the col-
lection of information must be retained as
long as their contents may become mate-
rial in the administration of any internal
revenue law. Generally, tax returns and tax
return information are confidential, as re-
quired by 26 U.S.C. 6103.

Background

On January 23, 2007, the IRS and
Treasury Department issued a notice of
proposed rulemaking (REG–157711–02,
2007–8 I.R.B. 537 [72 FR 2964]) (January
2007 proposal) that included proposed
regulations under §1.1502–36 (Unified
Loss Rule). The proposed Unified Loss
Rule would implement aspects of the re-
peal of the General Utilities doctrine and
address the duplication of loss by consoli-
dated groups. The proposed Unified Loss
Rule consisted of three principal rules that
would apply when a member (M) trans-
ferred a loss share of stock of a subsidiary
(S): a basis redetermination rule (that
would reallocate investment adjustments
to address both noneconomic and dupli-
cated stock loss), a basis reduction rule
(that would address noneconomic stock

loss), and an attribute reduction rule (that
would address duplicated loss).

In addition, the January 2007 pro-
posal included proposed regulations under
§1.1502–13(e)(4) that would address the
application of section 362(e)(2) to certain
intercompany transactions. The January
2007 proposal also included proposed
regulations that would make various tech-
nical and administrative revisions to other
provisions of the consolidated return regu-
lations and to regulations regarding stock
basis following certain corporate restruc-
turing transactions.

No public hearing regarding the pro-
posed regulations was requested or held.
Written, electronic, and oral comments
responding to the notice of proposed
rulemaking were received. After consid-
eration of all the comments, these final
regulations generally adopt the rules of
the proposed regulations other than pro-
posed §1.1502–13(e)(4) and its related
provisions. The significant comments and
modifications are discussed in this pream-
ble.

1. The Unified Loss Rule

A. General comments

In general, commentators and practi-
tioners have consistently described the
provisions of the proposed Unified Loss
Rule as reaching a fair and reasonable
systemic balance. They have generally
concurred with the major policy decisions
reflected in the proposed regulations, in-
cluding the retention of the loss limitation
model, the rejection of a tracing approach,
the application of the rule to built-in in-
come, and the systemic prevention of loss
duplication. However, commentators and
practitioners have also consistently raised
concerns regarding both the complexity
of the proposed rules and the anticipated
difficulty in compiling the data required
to implement the proposed rules, espe-
cially those relating to transfers of stock
of subsidiaries that hold stock in other
subsidiaries.

The IRS and Treasury Department rec-
ognize that the proposed rules are com-
plex. However, as recognized by com-
mentators and practitioners, the complex-
ity of the rules is a result of the balanc-
ing of benefits and burdens arising from
the presumptions on which the rules are

based. The IRS and Treasury Department
are concerned, therefore, that simplifying
the proposed rules would adversely impact
the fundamental fairness the rules are in-
tended to achieve. Nevertheless, careful
consideration has been given to all simpli-
fying suggestions, and they have been in-
corporated wherever possible.

The suggestions regarding the gen-
eral application and operation of the rule,
and the conclusions reached as to each,
are set forth in this section A of this
preamble. Suggestions relating to indi-
vidual paragraphs of the Unified Loss
Rule and to other regulations in the Jan-
uary 2007 proposal, including proposed
§1.1502–13(e)(4), and the conclusions
reached as to each, are set forth in the
following sections.

i. Order of application of the Unified Loss
Rule and other adjustments

The January 2007 proposal provided
that the Unified Loss Rule would apply to
a transfer of a share of subsidiary stock if,
after giving effect to all applicable rules of
law (other than the Unified Loss Rule), the
share is a loss share. The provisions of the
proposed Unified Loss Rule would then
apply sequentially to adjust subsidiary
stock basis and attributes. Any adjust-
ments required under the Unified Loss
Rule would be given effect immediately
before the transfer.

Commentators found the timing rules
unclear, particularly as they related to the
application of other provisions of the con-
solidated return regulations that also pur-
port to apply immediately before a trans-
action. The IRS and Treasury Department
have considered this comment and agree
that there could be some uncertainty in this
respect.

To address this concern,
§1.1502–36(a)(3)(i) of these final reg-
ulations provides that the Unified Loss
Rule applies when a member transfers a
share of subsidiary stock and, after taking
into account the effects of all rules of law
applicable as of the transfer, even those
that would not be given effect until after
the transfer, the share is a loss share. Such
effects may be attributable to lower-tier
dispositions and worthlessness, as well
as to the application of the Unified Loss
Rule. Although the determination of
whether a transferred share is a loss share
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is made as of the transfer, the Unified
Loss Rule as a whole applies, and any
adjustments required under the Unified
Loss Rule are given effect, immediately
before the transfer.

When the Unified Loss Rule applies to a
transfer, its individual provisions are each
applied in order. Thus, as described in
§1.1502–36(a)(3)(i) of these final regula-
tions, the general rule is that paragraph (b)
applies first with respect to a transferred
loss share (or shares). Then, if there is still
a transfer of a loss share after the appli-
cation of paragraph (b), paragraph (c) ap-
plies to the loss share (or shares). Finally,
if there is still a transfer of a loss share after
the application of paragraph (c), paragraph
(d) applies with respect to that loss share
(or shares). Section 1.1502–36(a)(3)(ii)
provides detailed instruction regarding the
order in which the individual provisions of
the Unified Loss Rule apply if there are
transfers at multiple tiers in the same trans-
action.

ii. Application of Unified Loss Rule to
nondeconsolidating transfers

Several commentators have suggested
that the final regulations include an elec-
tion to defer basis recovery in the case of
a nondeconsolidating transfer. Under such
an election, a group could avoid apply-
ing the Unified Loss Rule to such trans-
fers by shifting the basis of a transferred
share (to the extent such basis exceeds the
share’s value) to other shares held by mem-
bers. As a result, the group would forego
any current loss, but the Unified Loss Rule
would continue to be applicable to any
subsequent transfer of loss shares of stock
of that subsidiary.

The IRS and Treasury Department are
concerned that such an election could
cause significant administrative complex-
ity. The IRS and Treasury Department are
also concerned that such an election could
cause substantial distortions that could ad-
versely affect the treatment of subsequent
deconsolidating transfers. For example, a
basis shift resulting from such an election
could significantly increase the discon-
formity amount of the retained shares,
potentially causing a substantial and in-
appropriate reduction in the basis of the
retained shares when they are ultimately
transferred. Further, because this relief
would only address transfers of minority

interests, and the IRS and Treasury De-
partment believe that such transfers reflect
a small portion of subsidiary stock dispo-
sitions, the IRS and Treasury Department
do not believe such a rule would give rise
to any significant relief. Accordingly, this
suggestion was not adopted.

Other suggestions were made that
would apply special rules to nondecon-
solidating transfers. The final regulations
generally do not adopt special rules for
nondeconsolidating transfers. The prin-
cipal reasons are the complexity a dual
system would create and the small number
of transactions expected to be affected
by such rules. In addition, the IRS and
Treasury Department believe that taxpay-
ers will typically be able to restructure
nondeconsolidating transfers to avoid the
application of the Unified Loss Rule, for
example, by issuing subsidiary stock.

iii. Application of Unified Loss Rule to
deferred recognition transfers

The proposed regulations provided
that all transfers of loss shares of sub-
sidiary stock are immediately subject to
the Unified Loss Rule when the stock is
transferred, even if any loss recognized
on the transfer would be deferred. The
IRS and Treasury Department had con-
cluded that the immediate application of
the Unified Loss Rule was necessary to
prevent the significant administrative bur-
den of retroactively applying the Unified
Loss Rule to members’ bases in shares of
subsidiary stock, and to the subsidiary’s
attributes, long after a stock sale.

Commentators questioned the need to
apply the Unified Loss Rule to a trans-
fer in which any loss that would be recog-
nized would be deferred, citing as a model
§1.1502–20(a)(3) (deferring the applica-
tion of §1.1502–20, the Loss Disallowance
Rule). Commentators also observed that
single-entity principles seemed to suggest
that an intercompany transfer is not an ap-
propriate time to apply the Unified Loss
Rule, urging that it would be more ap-
propriate to apply the Unified Loss Rule
to such a transfer when the intercompany
item is taken into account.

The IRS and Treasury Department have
considered these comments and are per-
suaded that single-entity principles would
be furthered, and group income would be
more clearly reflected, if the application

of the Unified Loss Rule were coordinated
with the intercompany transaction provi-
sions in §1.1502–13. Accordingly, under
these final regulations, if a member trans-
fers a share of subsidiary stock to another
member and any gain or loss on the trans-
fer is deferred under §1.1502–13, the Uni-
fied Loss Rule applies to the transfer, or
to any subsequent transfer of that share by
a member, when the intercompany item is
taken into account. At that time, the deter-
mination of whether the Unified Loss Rule
applies and, if so, the consequences of its
application are made by treating the buy-
ing and selling members as divisions of a
single corporation. The final regulations
also provide that appropriate adjustments
will be made to intercompany item(s), any
member’s basis in the subsidiary’s share,
and/or the subsidiary’s attributes in order
to further the purposes of both the Unified
Loss Rule and the intercompany transac-
tion provisions in §1.1502–13.

Notwithstanding this modification of
the treatment of intercompany transfers,
the IRS and Treasury Department con-
tinue to believe that the deferral of loss
recognized on a sale of subsidiary stock
should not, in general, defer the applica-
tion of the Unified Loss Rule. One reason
is that postponing the application of the
Unified Loss Rule in transfers that are not
intercompany transactions would likely
make it much more difficult, and in some
cases impossible, to obtain the information
and make the determinations necessary
to apply the rule. Another reason is that
such an approach could require subsequent
adjustments to attributes outside the con-
solidated group. Accordingly, these final
regulations continue to apply the Unified
Loss Rule to non-intercompany transfers
of loss shares at the time the stock is trans-
ferred, even if any loss recognized on the
transfer is subject to deferral.

These final regulations modify the
definition of the term transfer to reflect
both the general rule that the deferral of
loss does not affect the determination of
whether stock is transferred and the limited
exception for intercompany transactions.

iv. Application of Unified Loss Rule to
liquidations under section 332

The proposed Unified Loss Rule pro-
vided that the term transfer generally
includes transactions in which a member
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ceases to own subsidiary stock. However,
the proposed regulations included an ex-
ception for section 381(a) transactions in
which any member acquires assets of the
subsidiary, provided that no gain or loss is
recognized by member shareholders with
respect to the subsidiary’s stock. Com-
mentators observed that this exclusion
would apply to liquidations in which more
than one member owns stock of the sub-
sidiary and that, in such cases, upper-tier
distortions could result because the basis
redetermination rule would not apply.

The IRS and Treasury Department
agree with this observation and are con-
cerned with the potential for distortion
and abuse. Accordingly, under the final
regulations, a disposition of subsidiary
stock in a liquidation to which section 332
applies is not excepted from the definition
of a transfer if more than one member
owns stock in the liquidating subsidiary.
However, the final regulations provide
that, in the case of a multiple-member sec-
tion 332 liquidation, neither paragraph (c)
(the basis reduction rule) nor paragraph
(d) (the attribute reduction rule) will apply
to the transfer. Thus, if more than one
member owns stock in a subsidiary and
those members dispose of the subsidiary
stock in a section 332 liquidation of the
subsidiary, the transaction is subject to the
other provisions of the Unified Loss Rule,
in particular the basis redetermination rule
in §1.1502–36(b).

v. Basis in lower-tier stock

In formulating the proposed Unified
Loss Rule, the IRS and Treasury Depart-
ment believed that, by using information
that taxpayers were otherwise required to
create and maintain, the administrative
burden on taxpayers would be minimal.
However, commentators have uniformly
expressed concern that taxpayers will find
it costly and time-consuming, if not im-
possible, to obtain the subsidiary stock
basis information needed to apply many
of the provisions of the Unified Loss
Rule. Particular concern has been ex-
pressed regarding the lower-tier subsidiary
rules in the proposed basis reduction rule
(proposed §1.1502–36(c)) and the pro-
posed attribute reduction rule (proposed
§1.1502–36(d)). The reasons cited include
the widespread practice of determining
stock basis only when necessary to deter-

mine a person’s tax liability, complicated
intercompany accounting rules that make
stock basis determinations prone to error,
and the frequent inability to obtain ac-
curate historical basis information when
acquiring companies with lower-tier sub-
sidiaries.

To address this problem, several com-
mentators have suggested modifying the
proposed rules to apply solely based on
the net inside attributes of lower-tier sub-
sidiaries (the “look-through” approach).
Those commentators have argued that in-
formation regarding inside attributes is
much more regularly and reliably main-
tained and available than stock basis in-
formation.

The IRS and Treasury Department
recognize that adopting a look-through ap-
proach would not only address the problem
of inadequate stock basis data, it would
also significantly simplify the applica-
tion of the rules. However, the IRS and
Treasury Department are concerned that a
look-through approach could produce in-
appropriate results for groups transferring
S stock if S holds stock of another sub-
sidiary (S1) and S’s basis in its S1 stock
reflects unrecognized appreciation in S1’s
assets (built-in gain).

Example. P, the common parent of a consolidated
group, transfers $100 to S in exchange for S’s sole
outstanding share of stock. S purchases the sole out-
standing share of S1 stock for $100 when S1 holds
one asset with a basis of $0 and a value of $100. S
earns $100, increasing P’s basis in S to $200. S1’s
asset declines in value to $0. P sells its S share to X,
an unrelated person, for $100, recognizing a loss of
$100. Under the basis reduction rule as proposed, P’s
basis in S stock is reduced by the lesser of S’s dis-
conformity amount and S’s net positive adjustment.
S’s disconformity amount is $0, the excess of P’s
$200 basis in the S share over S’s net inside attribute
amount ($200, the sum of S’s $100 cash and its $100
basis in the S1 share, which is not treated as reduced
under the tentative reduction rule because there were
no investment adjustments applied to the basis of the
S1 share). Accordingly, although S had a $100 net
positive adjustment, there is no reduction to P’s basis
in S stock and so P’s $100 loss on the S stock is al-
lowed. However, because the stock loss is duplicated
in S’s attributes, the attribute reduction rule will ap-
ply to eliminate S’s inside loss.

If a look-through approach were
adopted, however, S’s basis in its S1 share
would be disregarded and S’s disconfor-
mity amount would be $100 (the excess of
P’s $200 basis in its S share over S’s $100
net inside attribute amount, computed as
the sum of S’s $100 cash and S1’s $0 basis
in its asset). As a result, P’s basis in its

S share would be reduced by $100, the
lesser of S’s $100 disconformity amount
and S’s $100 net positive adjustment. Al-
though S would retain its $100 basis in its
S1 share, P would recognize no loss on
its sale of the S stock. Thus, the selling
group would have suffered an economic
loss but the loss would be neither recog-
nized nor allowed. Such a result would be
contrary to the general rule adopted in the
proposed regulations, that stock basis is
not presumed noneconomic to the extent
there is no disconformity amount or no net
positive adjustment amount.

The IRS and Treasury Department rec-
ognize that, under the proposed regula-
tions, a very different result follows where
it is S1, not S, that earns the $100. In
that case, the proposed regulation would
treat S’s basis in the S1 stock as tenta-
tively reduced by $100 (the lesser of S1’s
$100 disconformity amount and S1’s net
positive adjustment). As a result, S would
have a disconformity amount of $100 and
P’s basis in its S share would be reduced
by $100 (the lesser of S’s $100 disconfor-
mity amount and S’s $100 net positive ad-
justment). But the IRS and Treasury De-
partment believe this result is appropriate
because S1’s disconformity amount evi-
dences that S1 has at least $100 of built-in
gain. Further, S1 has a net positive adjust-
ment that evidences the recognition of that
built-in gain. Thus, in this case, the facts
indicate that S1’s income is attributable to
the recognition of built-in gain and that, as
a result, M’s loss on the share of S stock
should be treated as noneconomic.

The IRS and Treasury Department rec-
ognize that this approach could lead to sit-
uations in which the location of an item is
manipulated to produce inappropriate re-
sults, but believe there are adequate protec-
tions against such manipulation. See, for
example, section 482 and the various anti-
abuse provisions of the consolidated return
regulations, including these final regula-
tions.

For all these reasons, the IRS and Trea-
sury Department continue to believe that
including lower-tier stock basis in determi-
nations made under the Unified Loss Rule
more fully safeguards taxpayers’ interests
and generally produces more appropriate
results.

Several commentators argued that an
elective look-through rule would address
the concerns inherent in a mandatory look-
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through rule, as well as the concerns re-
garding the availability of stock basis in-
formation and the complexity of the pro-
posed rules.

The IRS and Treasury Department
agree that an elective approach would mit-
igate the concerns presented by a manda-
tory look-through rule, but believe that
an elective approach would not provide
the desired simplification. The reason is
that the decision will affect computations
under both the basis reduction rule and
the attribute reduction rule, and what may
be taxpayer favorable for one rule may be
taxpayer unfavorable for the other rule.
Thus, the benefit (or burden) of ignor-
ing lower-tier stock basis for the basis
reduction rule will need to be weighed
against any benefit (or burden) of ignor-
ing lower-tier stock basis for the attribute
reduction rule.

The IRS and Treasury Department ac-
knowledge that, in order to simplify com-
pliance, some taxpayers might elect a look-
through approach without making detailed
alternative computations. However, the
IRS and Treasury Department believe that,
given the consequences of such an elec-
tion, the vast majority of taxpayers will
compute their tax treatment both with and
without a look-through approach before
deciding whether to make such an election.
Thus, in the vast majority of cases, there
would be little or no simplification from an
elective look-through approach, and one of
the major goals of such a rule would not be
achieved.

Moreover, the IRS and Treasury De-
partment believe that taxpayers making
both computations will then universally
choose the method that produces better re-
sults. While taxpayers are free to arrange
their affairs so as to legitimately minimize
their taxes, a system that will always oper-
ate to the disadvantage of one party or the
other (in this case, the government) is not
properly balanced.

Accordingly, the IRS and Treasury De-
partment believe that a mandatory look-
through approach would produce inappro-
priate results in certain cases, and that an
elective look-through approach would fail
to achieve a significant amount of simpli-
fication and would significantly diminish
the balance and fairness of the regulations.
The final Unified Loss Rule therefore does
not adopt any form of the look-through ap-
proach.

Still, the IRS and Treasury Department
recognize that determining lower-tier sub-
sidiary stock basis may be difficult for
the reasons previously noted. Further,
although the need to determine lower-tier
subsidiary stock basis is not particular to
these regulations, the Unified Loss Rule
arguably increases both the frequency
and significance of these determinations.
Accordingly, the IRS and Treasury Depart-
ment are considering various proposals
that would mitigate these difficulties on a
system-wide basis.

One alternative under consideration is
a conforming basis election. Under this
election, consolidated groups could deter-
mine members’ bases in shares of sub-
sidiary stock by treating the basis in each
share owned by a member as being equal
to the share’s proportionate interest in the
subsidiary’s net inside attributes. If such
an election were made, the determination
would presumably be effective for all Fed-
eral income tax purposes. Further, because
the determination of subsidiary stock ba-
sis is not a concern that is unique to the
Unified Loss Rule, consideration is being
given to allowing the election with respect
to all subsidiaries, with no restrictions on
consistency or the time for making elec-
tions. However, the IRS and Treasury De-
partment are not certain that such a rule
would materially simplify the determina-
tion of basis because taxpayers are likely
to conclude that they must determine stock
basis in judging whether to make the elec-
tion. Further, the IRS and Treasury De-
partment are concerned about the collat-
eral consequences of such a rule.

Accordingly, the IRS and Treasury
Department are requesting comments re-
garding whether such an election would
assist taxpayers and whether it would in
fact provide any simplification. Addition-
ally, comments are requested regarding
what collateral consequences, if any, such
an election should or would have, and
whether such consequences are appro-
priate. The issues include, for example,
whether such an election would be an
appropriate means of eliminating excess
loss accounts, whether it could potentially
produce inappropriate cross-chain basis
shifts, or whether it could inappropriately
facilitate the acceleration of losses.

The IRS and Treasury Department also
request comments regarding any other
method for addressing this issue.

vi. Items taken into account in determining
the net inside attribute amount

As a result of various questions and
comments received, the IRS and Treasury
Department have reconsidered the inclu-
sion of credits in the determination of the
net inside attribute amount. Commenta-
tors have correctly observed that, at least
with respect to credits held at the time of
a taxable acquisition of subsidiary stock,
credits are economically similar to other
valuable attributes and it would be appro-
priate to take such credits into account
in determining the disconformity amount.
However, the proper treatment of other
credits (that is, credits accruing after the
subsidiary stock was acquired) in deter-
mining the disconformity amount, and of
any credits (whenever accruing) in deter-
mining loss duplication, is less clear. Pre-
sumably, however, any such methodology
would need to be tracing-based, and would
therefore be expected to present the sig-
nificant administrative concerns described
in the preamble to the January 2007 pro-
posal. Ultimately, no viable presumptive
methodology was identified for determin-
ing the proper inclusion of credits, and so
no change is made in the final Unified Loss
Rule regarding the treatment of credits.

vii. Adjustments for section 362(e)(2)
transactions

As discussed in Section 3 of this pream-
ble, the IRS and Treasury Department have
concluded that section 362(e)(2) should
generally not apply to intercompany trans-
actions. However, section 362(e)(2) will
apply to transactions occurring prior to
September 17, 2008, if the taxpayer does
not apply the rule in the final regulations.
In such cases, distortions will result and,
thus, adjustments will need to be made.
The IRS and Treasury Department are also
concerned that there are other provisions
that could create distortions. Accordingly,
the final regulations retain the rule in pro-
posed §1.1502–36(e)(2) that provided for
adjustments to offset the effects of basis
reductions required by section 362(e)(2)
with respect to intercompany transactions,
and the rule that provided for appropriate
adjustments in cases raising similar issues.
However, under the final regulations, tax-
payers may make appropriate adjustments
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without a determination from the Commis-
sioner.

viii. Effective/applicability date issues

As proposed, the Unified Loss Rule
would have been applicable for all trans-
fers on or after the date the regulations
were published as final. Several prac-
titioners observed that the proposed ef-
fective date caused problems for taxpay-
ers attempting to negotiate transactions be-
cause they could not be certain what set
of regulations would be in effect when
their transactions were completed. Ac-
cordingly, commentators and practitioners
requested that the regulations include a
transition rule that would exclude transfers
effected on or after the date the final regu-
lations are published, if such transfers were
made pursuant to a binding agreement in
place before the publication date.

The IRS and Treasury Department
recognized the difficulty created by the
proposed effective date and, in Notice
2008–9, 2008–3 I.R.B. 277 (regarding the
Internal Revenue Bulletin generally, see
§601.601(d)(2)(ii)(b)), announced that the
final regulations would include a transi-
tion rule for transfers between unrelated
parties if made pursuant to an agreement
that is binding before the date that final
regulations are published and at all times
thereafter. Further, Notice 2008–9 stated
that the IRS and Treasury Department
expect that the rule would incorporate the
provisions of section 267(b) in determin-
ing whether persons are related for this
purpose. Accordingly, as stated in Notice
2008–9, the final Unified Loss Rule ap-
plies to transfers on or after September 17,
2008, unless the transfer is made pursuant
to a binding agreement between unrelated
parties that was in effect before Septem-
ber 17, 2008, and at all times thereafter.
The final regulations provide that the term
related party has the same meaning as in
section 267(b).

One comment was also received sug-
gesting that the final regulations include an
election to apply their provisions retroac-
tively. The IRS and Treasury Department
considered this suggestion but are con-
cerned that adopting such an approach
would disrupt taxpayers’ otherwise closed
transactions and thereby exacerbate the
problems caused by the uncertainty and in-
stability in this area over these past years.

Accordingly, the final Unified Loss Rule
does not include an election to apply its
provisions retroactively.

B. Section 1.1502–36(b): basis
redetermination rule

Commentators generally recognize and
concur with the need for a rule that real-
locates investment adjustments to address
the problems created when shares of stock
are held with disparate bases. As illus-
trated in Sections B.3, B.4, and E of the
preamble to the January 2007 proposal, the
allocation of investment adjustments un-
der §1.1502–32 can create a noneconomic
stock loss on an individual share that
would be eliminated under §1.1502–36(c).
Similarly, the allocation of investment
adjustments under §1.1502–32 can fail
to eliminate a duplicated loss on an in-
dividual share. In both cases, however,
the allocation creates no net loss if all the
shares are taken into account. The basis
redetermination rule in §1.1502–36(b) is
designed to address these issues.

Commentators have expressed concern,
however, with both the availability of the
investment adjustment data required to im-
plement the rule and the complexity of the
application of the rule.

The IRS and Treasury Department
recognize that the information may be
difficult and costly to produce. However,
unlike lower-tier subsidiary stock basis
information, the information required to
implement the basis redetermination rule
(specifically, the investment adjustment
history of the stock of the subsidiary that is
being transferred) is generally information
obtained from the group’s own tax returns
and other records. Groups are therefore,
as a general matter, not dependent on other
taxpayers for this information.

Furthermore, the IRS and Treasury De-
partment expect that this rule will apply to
only a small number of transactions due
to the exception for transactions in which
members transfer all of their S stock to
one or more nonmembers in a fully tax-
able transaction. Accordingly, it is antic-
ipated that, in most transactions, taxpayers
will not be required to redetermine basis.
Moreover, in those situations in which it
does apply, it accomplishes important ob-
jectives for both taxpayers and the govern-
ment.

Some commentators suggested allow-
ing a member to be treated as having an
averaged basis in its shares of S stock if
S has only one class of stock outstanding
and the member holds all of the S stock.
The commentators argue that such an elec-
tion could significantly reduce the num-
ber of taxpayers required to apply the ba-
sis redetermination rule. While that might
be true, such basis averaging could result
in additional complexities and distortions.
For example, if a portion of the shares were
previously transferred in an intercompany
transaction and the bases in all of the sub-
sidiary’s shares were averaged, it might be
difficult to determine the extent to which
particular shares reflect the prior intercom-
pany transaction. Further, averaging the
basis in the subsidiary’s shares could alter
the application of section 267 and section
311.

For all these reasons, the final Unified
Loss Rule retains the basis redetermination
rule without the suggested modifications.

The final regulations do, however,
modify the basis redetermination rule to
omit the reallocation of positive invest-
ment adjustments applied to preferred
shares under §1.1502–32. The reason is
that §1.1502–32 allocates positive adjust-
ments to preferred shares solely to account
for the right to receive distributions. Thus,
the positive §1.1502–32 adjustments allo-
cated to preferred shares, like the adjust-
ments for distributions (which were not re-
allocated under the proposed Unified Loss
Rule), are based on economic changes in
the shareholder’s investment. As a result,
they should have no correlation to unrec-
ognized gain or loss reflected in the bases
of the shares and so should not be subject
to this rule. The final regulations do, how-
ever, continue to permit the reallocation
of both positive and negative adjustments
from common to preferred shares in or-
der to reduce or eliminate any loss on
transferred preferred shares and any gain
on either transferred or nontransferred
preferred shares. The IRS and Treasury
Department believe such reallocations are
necessary and appropriate to address any
reflection of unrecognized gain or loss in
preferred shares attributable, for example,
to contributions of assets in exchange for
preferred stock.
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i. Exceptions to basis redetermination
rule

The proposed basis redetermination
rule contained two exceptions to its ap-
plication, the “no potential for redetermi-
nation” exception and the “disposition of
entire interest” exception.

The proposed “no potential for rede-
termination” exception provided that ba-
sis redetermination is not required if rede-
termination would not change any mem-
ber’s basis in S stock. Some commenta-
tors found this exception confusing; oth-
ers suggested that it offered no simplifica-
tion because it would be necessary to ap-
ply the basis redetermination rule to de-
termine whether the exception was avail-
able. Other commentators thought that it
provided a useful safe-harbor. The IRS
and Treasury Department have concluded
that the rule should be retained, but that it
should be revised to state its scope and ef-
fect more clearly. Accordingly, under the
final regulations, the basis redetermination
rule does not apply if members’ bases in
shares of S common stock are equal (that
is, there is no disparity) and members’
bases in shares of S preferred stock reflect
no gain or loss. The reason is that, under
these circumstances, the only effect that
a reallocation of investment adjustments
could have would be an increase, not a de-
crease, in basis disparity.

The proposed “disposition of entire
interest” exception provided that basis re-
determination is not required if, within the
group’s taxable year in which the transfer
occurs, all of the shares of S stock held by
members are transferred to a nonmember
in one or more fully taxable transactions.
This rule differed from the basis reduction
netting rule in proposed §1.1502–36(c)(7)
and the net stock loss definition in pro-
posed §1.1502–36(d)(3)(ii), which only
netted among shares transferred in the
same transaction. Commentators observed
that this difference presents a potential for
distortion and abuse if items are taken into
account by S between transfers. While
this problem exists to a certain extent if a
transaction is comprised of steps that are
not executed simultaneously, the problem
may be significantly exacerbated by a rule
that allowed netting among all transac-
tions within a year. Moreover, because
the netting rule in the basis reduction rule
is intended, in part, to protect taxpayers

when the basis redetermination rule is not
applied, the IRS and Treasury Depart-
ment believe that the application of these
rules should be coextensive. Accordingly,
the final regulations provide that this ex-
ception only applies if members dispose
of their entire interest in S stock to one
or more nonmembers, if all members’
shares of S stock become worthless, or if
all members’ shares of S stock are either
worthless or disposed of to one or more
nonmembers, in one fully taxable transac-
tion.

Commentators also inquired whether
the “disposition of entire interest” excep-
tion was mandatory, that is, whether the
basis redetermination rule could be ap-
plied even if a group disposed of its entire
interest in a transaction that qualifies for
the exception. The IRS and Treasury De-
partment recognize that taxpayers might
choose to apply the basis redetermination
rule in such cases in order to reduce gain
or avoid the Unified Loss Rule with re-
spect to upper-tier shares. The IRS and
Treasury Department do not believe that
doing so would be inappropriate, as the
premise of the basis redetermination rule
is that reallocations made under the rule
are appropriate allocations. However, be-
cause the IRS and Treasury Department
believe that taxpayers will most often not
want to apply the basis redetermination
rule, the final regulations generally pro-
vide that basis is not redetermined when
the exception applies, but include an elec-
tion to apply the basis redetermination rule
in such cases.

ii. Manner in which investment
adjustments are reallocated

Some commentators observed that the
proposed rules were vague regarding the
manner in which reallocations were to be
made. The IRS and Treasury Department
generally agree with this observation, but
had concluded that the rule would work
best if taxpayers were given considerable
flexibility in determining how to make
specific reallocations. In recognition of
the fact that such an approach would allow
differing interpretations, section F.2 of the
preamble to the January 2007 proposal
stated that the IRS would respect any rea-
sonable method or formula employed in
applying the basis redetermination rule.

The IRS and Treasury Department con-
tinue to believe that the rule should be as
flexible as possible. However, in response
to these comments, the specific provisions
of the final basis redetermination rule pro-
vide some additional guidance (discussed
more fully in the next section). But the rule
is still intended to be flexible in its appli-
cation and, therefore, the final regulations
explicitly provide that the reallocation of
an investment adjustment may be made us-
ing any reasonable method or formula that
is consistent with the basis redetermination
rule and furthers the purposes of the Uni-
fied Loss Rule. Thus, like the proposed
regulations, the final regulations contem-
plate that more than one result may be rea-
sonable in any specific case.

iii. Decreasing disparity in basis of
members’ shares

The general operating rules of the pro-
posed basis redetermination rule provided
that reallocations are made in a manner
that reduces the extent to which there is
disparity in members’ bases in S stock.
The IRS and Treasury Department have
received various questions regarding the
scope of this rule. Some practitioners read
the rule to completely eliminate the loss on
transferred shares even if overall dispar-
ity were increased. One practitioner sug-
gested that the general rule, in referring
only to the manner of redetermination, did
not clearly restrict the amount of redeter-
mination that would otherwise be required
under the rules.

To address these concerns, each of the
specific allocation provisions in the final
regulations includes a statement regard-
ing the manner and extent to which allo-
cations are to be made under the provi-
sion. In addition, the operating rules gen-
erally provide that the overall application
of the rule must reduce disparity among
members’ bases in preferred shares of sub-
sidiary stock (as provided in the appli-
cable reallocation provisions) and among
members’ bases in common shares of sub-
sidiary stock, to the greatest extent possi-
ble.

C. Section 1.1502–36(c): basis reduction
rule

In general, commentators found the
general structure of the basis reduction
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rule and its components (limiting ba-
sis reduction to the lesser of the share’s
disconformity amount and net positive
adjustment) to be a reasonable approach
to addressing the issue of noneconomic
loss. The principal concern expressed
was the anticipated difficulty with respect
to gathering the information necessary
to implement the lower-tier subsidiary
rules. Nevertheless, commentators uni-
formly agreed that basis adjustments from
lower-tier subsidiaries must be taken into
account in order to identify and address
noneconomic stock loss.

The principal suggestion for addressing
the lack of readily accessible and reliable
information on lower-tier stock basis was
to adopt a look-through approach, as dis-
cussed in section 1.A.v. of this preamble.
For the reasons set forth in that section of
this preamble, the final regulations do not
adopt this approach. However, as noted,
the IRS and Treasury Department con-
tinue to request and consider comments on
mechanisms for alleviating the difficulty
in determining lower-tier subsidiary stock
basis.

Commentators and practitioners did
suggest a number of other modifications
to the basis reduction rule. Those sug-
gestions and the decisions reached are
discussed in the following sections.

i. Treatment of intercompany debt

Several commentators suggested re-
vising the net positive adjustment amount
to exclude items related to intercompany
debt. The rationale for this suggestion was
that, in general, the nature of such amounts
makes them more like capital transactions
than the recognition of built-in gain or
loss. Thus it is argued that these amounts
should be treated like contributions and
distributions, which are not included in
the net positive adjustment amount.

The IRS and Treasury Department rec-
ognize that, in certain circumstances, in-
tercompany debt has some inherent sim-
ilarity to capital contributions and distri-
butions, at least with respect to the prin-
cipal amounts of such obligations. How-
ever, the IRS and Treasury Department
also recognize that there are circumstances
in which unrecognized appreciation in in-
tercompany debt can be reflected in stock
basis. For example, if a subsidiary re-
ceives cash in exchange for newly issued

stock when it holds an intercompany obli-
gation, the basis of the newly issued shares
will reflect a portion of any unrecognized
appreciation in the obligation. Because
the consequences of having that unrecog-
nized appreciation reflected in stock ba-
sis are no different from the consequences
of any other built-in gain, the regulations
would have to provide a system to identify
and monitor those amounts. Such a sys-
tem would need to rely on a tracing-based
methodology, which the IRS and Treasury
Department have rejected for the reasons
articulated in the preamble to the January
2007 proposal. Accordingly, the IRS and
Treasury Department have concluded that
no special rules would be adopted for items
related to intercompany debt.

ii. Disconformity amount: net inside
attributes

In the proposed regulations, the term
net inside attributes was defined as the ex-
cess of the sum of S’s loss carryovers, de-
ferred deductions, and asset basis over S’s
liabilities. Although different rules applied
to determine basis in lower-tier subsidiary
stock, the terms otherwise had the same
meaning for purposes of both the basis re-
duction and attribute reduction rules.

The proposed regulations defined the
term loss carryover to mean any net op-
erating or capital loss carryover attribut-
able to S that is or, under the principles of
§1.1502–21 would be, carried to S’s first
taxable year, if any, following the year of
the transfer. Thus, if a buyer were to waive
a loss carryover under §1.1502–32(b)(4),
the loss would not be carried to S’s first
taxable year after the transfer, and so it
would be excluded from the computation
of net inside attributes.

Practitioners agree that this definition is
appropriate for purposes of measuring loss
duplication, as it prevents attributes that
cannot be duplicated from being taken into
account in computing S’s attribute reduc-
tion amount. However, one commenta-
tor observed that this definition seemed in-
appropriate for purposes of measuring S’s
disconformity amount.

The IRS and Treasury Department have
considered this comment and agree that
the definition is inappropriate for com-
puting S’s disconformity amount. As
discussed in the January 2007 preamble,
the disconformity amount was incorpo-

rated in the basis reduction rule in order
to limit basis reduction to the net amount
of a subsidiary’s built-in gain. The IRS
and Treasury Department believed that,
by limiting basis reduction to the amount
of net built-in gain, the basis reduction
rule would not reduce stock basis by an
amount that could not be attributed to the
recognition of built-in gain.

However, by adopting a definition of
loss carryovers that required such losses to
be carried to a separate return year, the rule
allowed a waiver of a loss carryover under
§1.1502–32(b)(4) to reduce the amount of
a subsidiary’s loss carryovers and, as a re-
sult, the subsidiary’s net inside attributes.
That, in turn, caused an increase in the sub-
sidiary’s disconformity amount. But, as
the commentator observed, any disconfor-
mity created by the waiver of a loss carry-
over would be unrelated to the existence of
built-in gain. Thus, this definition of loss
carryovers undermined the protection oth-
erwise afforded by the use of the disconfor-
mity amount as a limit on basis reduction.

In addition, other commentators found
the proposed rule unclear in its reference to
losses that would be carried to a separate
return year.

To address these concerns, the final
regulations provide that the term loss
carryovers means those losses that are
attributable to the subsidiary, including
any losses that would be apportioned to
the subsidiary under the principles of
§1.1502–21(b)(2) if the subsidiary had a
separate return year. However, because
a waiver under §1.1502–32(b)(4) does
affect the extent to which a loss can be
duplicated, the final regulations provide
that, solely for purposes of applying the
attribute reduction rule, a subsidiary’s loss
carryovers (and therefore its net inside at-
tributes) do not include the amount of any
losses waived under §1.1502–32(b)(4).

D. Section 1.1502–36(d): the attribute
reduction rule

As discussed in the preamble to the Jan-
uary 2007 proposal, the loss duplication
component of the Unified Loss Rule ad-
dresses loss duplication systemically in or-
der to clearly reflect the income of both the
group and its members, including former
members. The IRS and Treasury Depart-
ment view this rule as a necessary and ap-
propriate complement to §1.1502–32 be-
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cause, together they work to eliminate the
duplication of a group item once the group
enjoys the benefit of the item, without re-
gard to which of the duplicative items is
recognized and allowed first. The IRS
and Treasury Department also view this
rule as a necessary and appropriate com-
plement to the basis reduction rule because
it eliminates S’s unrecognized built-in loss
to the extent it prevented the identification
of S’s recognized built-in gain (and thus
prevented the reduction of noneconomic
stock basis, and noneconomic stock loss).
See sections C.3 and C.4.v of the preamble
to the January 2007 proposal for a discus-
sion of the interaction between unrecog-
nized built-in loss and recognized built-in
gain.

Commentators generally agreed with
the IRS and Treasury Department on
the need for, and appropriateness of, the
systemic approach to loss duplication.
However, like the basis redetermination
and basis reduction rules, the attribute
reduction rule received considerable com-
mentary regarding the issues of data
availability and computational complex-
ity. Commentators and practitioners made
several suggestions for technical revisions
to the proposed regulations. The IRS and
Treasury Department have considered the
suggestions received as well as other re-
visions to the proposed attribute reduction
rule. The suggestions and conclusions are
discussed in the following sections.

i. Lower-tier subsidiary rules

In general, commentators and practi-
tioners recognize that the rules for mea-
suring and eliminating loss duplication
must take into account both the basis in
lower-tier subsidiary stock and the at-
tributes of lower-tier subsidiaries in order
to be most effective. Nevertheless, as
already noted, commentators expressed
much concern regarding the administrabil-
ity of the proposed lower-tier subsidiary
rules. Their principal suggestion for ad-
dressing this concern was the adoption of a
look-through approach that would address
loss duplication only by taking lower-tier
attributes into account.

The IRS and Treasury Department con-
sidered a look-through approach when
drafting the January 2007 proposal, but
were concerned that such an approach
would not adequately address loss duplica-

tion. The principal reasons for this concern
were that loss duplication can reside in the
basis of lower-tier subsidiary stock and in
the attributes of that lower-tier subsidiary
and, moreover, that it can reside in those
locations in differing amounts. There-
fore, a rule that measures loss duplication
solely by reference to lower-tier attributes,
or solely by reference to lower-tier stock
basis, would permit potentially significant
amounts of loss duplication to avoid re-
duction. To avoid this problem, the IRS
and Treasury Department concluded that
the loss duplication regulations must mea-
sure loss duplication by reference to both.

The IRS and Treasury Department rec-
ognized, however, that when duplication
is not uniformly reflected in stock basis
and attributes, this approach could cause
an over-reduction in lower-tier attributes
(when loss duplication resides primarily
in lower-tier stock basis) or in lower-tier
stock basis (when loss duplication resides
primarily in lower-tier attributes). To pre-
vent the former result, the conforming
limitation on lower-tier attribute reduc-
tion limits the application of tiered-down
attribute reduction (generally permitting
a lower-tier subsidiary’s attributes to be
reduced only to the extent necessary to
conform them to members’ bases in that
subsidiary’s stock, as reduced under this
rule). To prevent the latter result, the ba-
sis restoration rule reverses reductions to
lower-tier stock basis made by the Uni-
fied Loss Rule (generally to the extent
necessary to conform members’ bases in
the subsidiary’s stock to the subsidiary’s
net inside attributes, as reduced under this
rule).

Thus, these rules work together to
protect the government’s interests (by
addressing the entire potential for loss
duplication) and taxpayers’ interests (by
preventing the over-reduction of either
lower-tier stock basis or lower-tier at-
tributes). Accordingly, the IRS and Trea-
sury Department continue to believe these
rules are essential to the balance and fun-
damental fairness of the Unified Loss
Rule.

Nevertheless, the IRS and Treasury
Department recognize that the conform-
ing limitation and basis restoration rules
can add considerable complexity to the
application of the Unified Loss Rule. To
address this concern, commentators have
suggested that one or the other of these

rules could be omitted to simplify the
proposed rule. The IRS and Treasury
Department are concerned, however, that
eliminating either of these rules would
considerably undermine the overall fair-
ness of the regulation. But the IRS and
Treasury Department are persuaded that,
if a taxpayer determines that the expected
benefit of applying these rules is out-
weighed by the additional complexity,
then that taxpayer should be permitted to
choose not to apply these rules.

Accordingly, these final regulations
continue to measure the potential for loss
duplication by taking both stock basis and
attributes into account and continue to
safeguard against over-reduction of either
inside attributes or stock basis by applying
both the conforming limitation and the ba-
sis restoration rules. However, under the
final regulations, taxpayers are permitted
to elect not to apply the conforming limi-
tation or the basis restoration rule if they
decide the protection afforded by either or
both of those rules does not outweigh the
burden of applying them.

ii. Attribute reduction amount below five
percent of value

Although the fundamental structure of
the attribute reduction rule has been re-
tained, the IRS and Treasury Department
have determined that it is appropriate to
provide an exception to the application of
the attribute reduction rule if the attribute
reduction amount (that is, the duplicated
loss) is small relative to the size of the
transaction. This decision reflects a bal-
ancing of the need to eliminate duplicated
loss and the administrative burden of ap-
plying the attribute reduction rule. Ac-
cordingly, under these final regulations,
taxpayers must still compute their attribute
reduction amount, but if the total attribute
reduction amount is less than five percent
of the aggregate value of the subsidiary
shares that are transferred by members in
the transaction, the attribute reduction rule
does not apply to the transfer.

However, the IRS and Treasury De-
partment also recognize that, in certain
circumstances, a taxpayer may prefer to
have the attribute reduction rule apply. For
example, a group may want to apply the
rule in order to reattribute a subsidiary’s
attributes. Accordingly, the final regula-
tions allow taxpayers to elect to apply the
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attribute reduction rule notwithstanding
that their total attribute reduction amount
is less than five percent of the aggregate
value of the transferred shares. If this
election is made, the attribute reduction
rule will apply with respect to the entire at-
tribute reduction amount determined in the
transaction, and thus applies with respect
to all members transferring shares, and all
shares transferred, in the transaction.

iii. Ordering of reduction of recognized
losses

Commentators generally agreed with
the decision to reduce recognized losses
(net operating loss (NOL) carryovers, cap-
ital loss carryovers, and deferred deduc-
tions, identified as Category A, Category
B, and Category C attributes, respectively)
before reducing asset basis, since the
former items represent actual, identified
losses. The proposed regulations provided
that the attribute reduction amount would
be first applied to reduce NOL carry-
overs (from oldest to newest), then capital
loss carryovers (from oldest to newest),
and then deferred deductions (proportion-
ately). However, several commentators
questioned the need for a mandatory or-
der in which these attributes would be
reduced. These commentators observed
that, because loss duplication is a mathe-
matical determination under the Unified
Loss Rule, and because it is difficult (if
not impossible) to know which attributes
are economically duplicative of a stock
loss, the reduction of any item in those
categories should be equally appropriate
and effective.

The IRS and Treasury Department have
reconsidered this issue and agree with the
commentators. Accordingly, the final reg-
ulations provide that if the attribute reduc-
tion amount is less than the total attributes
in Category A, Category B, and Category
C, the taxpayer may specify the allocation
of S’s attribute reduction amount among
the attributes in those categories.

The final regulations do, however, pre-
scribe a default allocation for the reduction
of such attributes that is used to the extent
the taxpayer does not specify an allocation.
This default allocation differs from the or-
der provided in the proposed rule in that
capital loss carryovers (not NOLs) are re-
duced first. This modification was made
in response to a commentator’s sugges-

tion, based on the observation that capital
loss carryovers have a significantly shorter
expiration period and are therefore more
likely than NOLs to expire unused. Ac-
cordingly, except to the extent a taxpayer
elects to specify an allocation, the final
regulations first reduce capital loss carry-
overs (oldest to newest), then NOL carry-
overs (oldest to newest), and then deferred
deductions (proportionately). This change
in the order of reduction is intended to min-
imize the possibility that the attribute re-
duction rule will reduce attributes in an
amount greater than the amount that would
ultimately be available for duplicative use.

The final regulations continue to pro-
vide that, regardless of the order in which
attributes in these categories are reduced,
they are reduced in full before any reduc-
tion is made to asset basis.

iv. Methodology for reduction of asset
basis

Several commentators have suggested
simplifying modifications to the man-
ner in which asset basis is reduced under
the attribute reduction rule. One is the
elimination of the proposed Category D
attributes (unrecognized losses on pub-
licly traded property). This category was
included in the proposed rule because the
IRS and Treasury Department recognized
that these amounts represent a readily
identifiable loss that could be eliminated
before the presumptive reduction of the
bases of other assets. This approach pre-
vented the attribute reduction rule from
creating or increasing gain in publicly
traded assets. However, commentators
viewed this rule as increasing the com-
plexity of an already complex analysis
while providing only a marginal benefit.

The IRS and Treasury Department are
persuaded that this extra complexity might
not be warranted in this context and that
the elimination of this rule would not mate-
rially affect the balance otherwise reached
by the Unified Loss Rule. Accordingly, the
final regulations include publicly traded
property in the general asset basis category
(now designated Category D).

Another suggestion made by commen-
tators was to apply the attribute reduction
amount remaining after reducing Category
A, Category B, and Category C attributes
to reduce asset basis in the reverse order
of the residual method of allocating con-

sideration paid or received in a transaction
under section 1060.

The IRS and Treasury Department have
concluded that this approach is readily ad-
ministrable and reflects an appropriate bal-
ancing of presumptions regarding the loca-
tion of duplicated loss. An important con-
sideration is that such a rule reduces ba-
sis in purchased goodwill and going con-
cern value before basis in other assets, and
the IRS and Treasury Department are per-
suaded that duplicated loss is generally
more likely to be reflected in the bases of
such assets. Therefore, the elimination of
the basis in those assets first seems partic-
ularly appropriate. Further, the IRS and
Treasury Department believe that this ap-
proach would generally be more adminis-
trable than the proposed pro rata reduction
of asset basis.

Accordingly, these final regulations
adopt this suggestion and generally pro-
vide that the attribute reduction amount
is applied to reduce the basis of assets in
the asset classes specified in §1.338–6(b)
other than Class I (cash and general de-
posit accounts, other than certificates of
deposit held in depository institutions),
but in the reverse order from the order
specified in that section. Thus, under this
reverse residual method, any attribute re-
duction amount applied to reduce asset
basis is generally applied first to reduce
any basis of assets in Class VII (propor-
tionately, based on basis instead of value,
until all such basis is eliminated). Any re-
maining attribute reduction amount is then
applied in the same manner to reduce the
basis of assets in each succeeding lower
asset class, other than Class I.

Notwithstanding the general adoption
of this allocation methodology for Cate-
gory D attributes, these final regulations
provide that the portion of the attribute re-
duction amount that is not applied to at-
tributes in Category A, Category B, and
Category C, is first allocated between S’s
basis in any stock of lower-tier subsidiaries
(treating all S’s shares of any one lower-
tier subsidiary as a deemed single share)
and the subsidiary’s other assets (treating
the non-stock Category D assets as one as-
set). The allocation is made in proportion
to S’s deemed basis in each single share of
lower-tier subsidiary stock and S’s basis in
the non-stock Category D asset (S’s aggre-
gate basis in all of its Category D assets
other than subsidiary stock). Only the por-
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tion of the attribute reduction amount not
allocated to lower-tier subsidiary stock is
applied under the reverse residual method.
This initial allocation between lower-tier
subsidiary stock and other assets is nec-
essary to ensure that, to the extent the at-
tribute reduction amount reflects items at-
tributable to a lower-tier subsidiary’s stock
basis or attributes, the attribute reduction
amount is properly directed and applied to
those items.

v. Suspension of excess attribute reduction
amount

Several commentators and practitioners
questioned the need to suspend attribute
reduction amounts in excess of reducible
attributes and apply those suspended
amounts to reduce or eliminate attributes
otherwise arising when all or part of the
liability is paid or otherwise satisfied,
whether by S or another person. The IRS
and Treasury Department proposed this
rule because the mathematical operation
of the formula for computing the attribute
reduction amount results in such an excess
only if there is a liability or similar item
that has reduced economic value but that
has not been taken into account for tax
purposes (generally a contingent liability).

The IRS and Treasury Department con-
tinue to believe that it is inappropriate to
permit the duplication of economic losses
that have not accrued for tax purposes and,
therefore, that this rule is both necessary
and appropriate. Accordingly, the rule is
retained in the final regulations.

The IRS and Treasury Department
recognize that this rule could create an
administrative burden that could last for
many years and transfer to taxpayers be-
yond the initial buyer and seller. However,
the IRS and Treasury Department believe
that the elimination of the special rule
for publicly traded property substantially
lessens the administrative burden of this
rule. The reason is that, under this revised
approach in the final regulations, a sub-
sidiary’s attribute reduction amount can
only exceed reducible assets to the extent
of the subsidiary’s Class I assets. In such
cases, the IRS and Treasury Department
do not believe the burden imposed to be
unreasonable or, in most cases, substantial.
Moreover, a taxpayer believing the rule
to be overly burdensome in its situation
can readily avoid any suspension of its

attribute reduction amount by converting
its Class I assets into assets of another
class; in that case, the remaining attribute
reduction amount will be applied to the
bases of those assets and will not give rise
to a suspended attribute reduction amount.

The IRS and Treasury Department re-
ceived a comment that, if the suspended at-
tribute reduction rule is retained, it should
be clarified to provide that present value
principles are to be taken into account in
valuing liabilities. The final regulations do
not include an explicit statement on this
point because the rule implicitly incorpo-
rates present value principles (by limiting
the attribute reduction amount to the lesser
of the net stock loss and the aggregate in-
side loss, which are both a function of
value).

vi. Election to reduce stock basis and/or
reattribute attributes

Several commentators suggested that
the final regulations should expressly per-
mit taxpayers to make a protective election
to reattribute attributes (other than asset
basis) and/or to reduce stock basis (and
thereby reduce stock loss) in order to avoid
attribute reduction. The IRS and Treasury
Department intend these elections to be as
flexible as possible. Accordingly, the final
regulations explicitly provide that, if the
election is made and it is ultimately de-
termined that S has no attribute reduction
amount, the election will have no effect, or
if the election is made for an amount that
exceeds S’s finally determined attribute
reduction amount, the election will have
no effect to the extent of that excess.

In addition, the final regulations permit
taxpayers to reduce (or not reduce) stock
basis, or to reattribute (or not reattribute)
attributes, or some combination thereof, in
any amount that does not exceed S’s at-
tribute reduction amount.

Thus, under the final regulations, tax-
payers have considerable flexibility in
making this election, and may make a
protective election.

Further, in order to protect against inad-
vertent attribute reduction, these final reg-
ulations provide for a deemed stock basis
reduction election equal to the net stock
loss (taking into account any actual elec-
tions under §1.1502–36(d)(6)) in the case
of a transfer in which the stock loss in the
transferred shares would otherwise be per-

manently disallowed (for example under
section 311(a)).

Several commentators also questioned
the need for a mandatory order for the reat-
tribution of losses for the same reasons
they questioned the need for a mandatory
order for the reduction of such attributes.
For the reasons discussed in section 1.D.iii.
of this preamble, the IRS and Treasury De-
partment agree that a mandatory order of
reattribution is not necessary. Thus, un-
der the final regulations, attributes are reat-
tributed in the same amount, order, and
category that they would otherwise be re-
duced under the attribute reduction rule.
Accordingly, because the final regulations
provide that taxpayers can specify the at-
tributes in Category A, Category B, and
Category C to be reduced, taxpayers may
similarly specify the attributes in Category
A, Category B, and Category C to be reat-
tributed. As in the rule regarding the al-
location of the attribute reduction amount,
to the extent the taxpayer elects to reat-
tribute attributes but does not specify the
attributes to be reattributed, any attributes
not specifically reattributed will be reat-
tributed in the default amount, order, and
category applicable for attribute reduction.

Additionally, the final regulations re-
vise the provisions regarding the elec-
tion to reattribute attributes to pro-
vide for the reattribution of a sec-
tion 382 limitation. The final regula-
tions also include conforming amend-
ments to the consolidated section 382
rules in §§1.1502–90, 1.1502–91(h)(2),
1.1502–95(d), 1.1502–96(d), and
1.1502–99(b)(4).

vii. The conforming limitation

As previously discussed, the proposed
regulations limited the application of the
attribute reduction amount that tiered
down to a lower-tier subsidiary in order to
prevent an excessive reduction to that sub-
sidiary’s attributes. Under this limitation
(the conforming limitation), the tier-down
attribute reduction amount (when com-
bined with any attribute reduction amount
computed with respect to a transfer of
the shares of the lower-tier subsidiary)
could be applied to reduce a lower-tier
subsidiary’s attributes only to the extent
necessary to conform those attributes to an
amount equal to the sum of all members’
bases in nontransferred shares, and the
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value of all members’ transferred shares,
of that subsidiary’s stock.

Commentators observed that the con-
forming limitation could allow duplication
to survive the application of the attribute
reduction rule when lower-tier stock basis
reflects noneconomic basis. The commen-
tators illustrated their observation with the
following example:

Example. M forms S with $100 of cash. S has
no other assets or operations. S acquired S1 stock for
$100 and no section 338 election is made with respect
to such acquisition. S1 has one asset (A1) with a basis
of $20 and a value of $100. S1 sells A1 for $100.
M’s basis in its S stock, and S’s basis in its S1 stock,
both increase by $80 to $180. S1 invests the $100
of proceeds in another asset (A2). A2 subsequently,
declines in value to $40. M sells the S stock for $40.

Under the proposed basis reduction rule, M’s ba-
sis in the S stock is reduced by the lesser of S’s $80
net positive adjustment and S’s $80 disconformity
amount (determined by treating S’s $180 basis in the
S1 stock as tentatively reduced by $80, the lesser of
S1’s $80 net positive adjustment and S1’s $80 dis-
conformity amount). After the application of the pro-
posed basis reduction rule, M would recognize a $60
loss on the sale of the S stock.

Under the proposed attribute reduction rule, S’s
attribute reduction amount is $60 (the lesser of the
$60 net stock loss, and S’s $140 aggregate inside
loss), and S would reduce its basis in the S1 stock by
$60 to $120. Under the proposed attribute reduction
rule, S’s $60 attribute reduction amount allocated to
the S1 stock becomes an attribute reduction amount
of S1. However, under the proposed conforming lim-
itation on tier-down attribute reduction, S1 is not re-
quired to reduce its $100 basis in A2 because S1’s
$100 of attributes do not exceed S’s post-reduction
$120 basis in the S1 stock. As a result, M’s $60 loss
continues to be duplicated in both S’s basis in the S1
stock and S1’s basis in A2.

The IRS and Treasury Department
agree that, under these facts, the attribute
reduction rule does not eliminate all
lower-tier duplication. However, this ef-
fect follows directly from policy decisions
underlying the Unified Loss Rule, specifi-
cally, that it would be a loss limitation rule
and that the basis reduction rule would
apply only upon a disposition, deconsol-
idation, or worthlessness of a loss share.
Under this approach, as long as a share
is held by the same person and is sub-
ject to the consolidated return provisions,
noneconomic lower-tier subsidiary stock
basis is preserved. As a result, subsequent
appreciation can permit the stock to be
transferred without being subject to the
Unified Loss Rule, and the noneconomic
stock basis can reduce any gain that would
otherwise be recognized. It is the preser-
vation of that noneconomic stock basis

that prevents the full elimination of dupli-
cated loss in S1’s attributes.

The issue could be addressed in several
ways. First, the decision to preserve ba-
sis until there is a loss transfer could be
reversed. However, the rule could then
either reduce lower-tier stock basis below
value or rely on valuation to limit such ba-
sis reduction. The IRS and Treasury De-
partment are concerned that adding a valu-
ation component to this rule would present
substantial administrative concerns. More
importantly, however, the IRS and Trea-
sury Department do not believe that such
an approach adequately protects the bal-
ance struck in the regulation as proposed
and so are not reconsidering that decision.

Alternatively, the conforming limi-
tation could be revised such that any
conforming limit would be reduced by the
amount of any tentative reduction to stock
basis under the basis reduction rule. In
the example set forth by the commenta-
tors, this would reduce S1’s conforming
limitation by $80 (S1’s tentative reduction
amount), from $120 to $40. As a result,
S1’s basis in A2 would be reduced to $40.
While this would produce an appropriate
result with respect to A2, it leaves S’s
basis in the S1 stock reflecting $80 of
disconformity. Accordingly, absent ad-
ditional adjustments, S’s basis in the S1
stock could appear to reflect a noneco-
nomic loss, and so the rule would remain
imperfect.

Moreover, the effect of such an ap-
proach would be to create a disconformity
amount that is not related to built-in gain.
Consequently, when the S1 stock is ulti-
mately sold, economic loss could appear
noneconomic and, therefore, could be
eliminated under the basis reduction rule.
Although the Unified Loss Rule affords
some protection for this situation in the
operating rules (see the discussion in sec-
tion A.1.vii. of this preamble), the IRS
and Treasury Department are concerned
that the tracing necessary to make the
adjustments to prevent the elimination of
economic loss will present substantial ad-
ministrative difficulty and, in many cases,
may not be possible.

Furthermore, in certain circumstances,
the proposed conforming limitation
on tier-down attribute reduction could
prevent an unnecessary reduction in
lower-tier inside attributes, for example,
when the loss on S stock is attributable to

the loss of built-in gain on an asset held by
S (other than subsidiary stock).

Based on all of these considerations,
the IRS and Treasury Department have de-
cided not to revise this rule in the final reg-
ulations, but will continue to consider the
issue.

viii. Attribute Reduction in the Case of
Certain Dispositions Due to Worthlessness
and Where the Subsidiary Ceases to be
a Member and Does Not Become a
Nonmember

Section 1.1502–35(f) generally pro-
vides that, if a member treats stock of S
as worthless under section 165 (taking
into account §1.1502–80(c)) and S con-
tinues as a member, or if M recognizes a
loss on S stock and on the following day
S is not a member and does not have a
separate return year following the recog-
nition of the loss, all losses treated as
attributable to S under the principles of
§1.1502–21(b)(2)(iv) are treated as ex-
pired as of the beginning of the day follow-
ing the last day of the group’s taxable year.
This rule was intended to prevent any im-
plication that S’s share of the consolidated
losses could be treated as remaining part
of the consolidated net operating or capital
loss carryover after S becomes worthless
or is dissolved in a taxable transaction.
The IRS and Treasury Department con-
tinue to believe that the regulations should
explicitly clarify that such losses are re-
moved from the consolidated losses.

Commentators have observed that, in
the specified circumstances, any credits
and built-in losses attributable to S should
also be eliminated to prevent their use after
S either becomes worthless or is dissolved
in a taxable transaction. The IRS and Trea-
sury Department agree that, in such cases,
S’s credits and other attributes should no
longer be available to the group.

Accordingly, these final regulations
provide a special attribute elimination rule
that applies to transfers that result from one
of two events. The first is M’s transfer of a
share of S stock caused solely by M treat-
ing the share as worthless under section
165 (taking into account the provisions of
§1.1502–80(c)), if S remains a member of
the group and M has a deduction or rec-
ognizes a loss with respect to the transfer
of the share. The second is M’s transfer of
a share of S stock caused by S ceasing to
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be a member, if S has no separate return
year and M recognizes a net deduction
or loss on its S shares transferred in the
transaction. When there is a transfer of
S stock in either of these situations, S’s
net operating loss carryovers, capital loss
carryovers, and deferred deductions (in-
cluding S’s share of such consolidated tax
attributes) that are not otherwise reduced
or reattributed under §1.1502–36(d), and
S’s credits (including S’s share of consol-
idated credits), are eliminated. The IRS
and Treasury Department do not believe
that any special rule is required regarding
any built-in loss in assets because excess
asset basis should not survive the transac-
tions to which this rule applies.

In considering this rule, the IRS and
Treasury Department recognized that the
reason for eliminating S’s attributes, in-
cluding credits and deferred deductions,
arises from the nature of the specified
transactions, not from the amount of the
member’s basis in the stock transferred
in the transaction. Further, as provided
in §1.1502–19(a)(2)(ii), an excess loss
account is treated as basis that is a nega-
tive amount and a reference to P’s basis
in S’s stock includes a reference to P’s
excess loss account. Accordingly, the
IRS and Treasury Department have con-
cluded that the elimination of S’s attributes
should occur whenever one of the spec-
ified transactions occurs, without regard
to the amount of the basis of the trans-
ferred share. Under such an approach, the
treatment of S’s attributes following one
of the specified transfers would be consis-
tent irrespective of whether the aggregate
basis in the members’ shares is a positive
number (which produces a net loss or de-
duction), a negative number (an excess
loss account, which produces income or
gain under §1.1502–19), or zero (which
produces no income, gain, deduction or
loss).

Accordingly, these final regulations in-
clude a provision in §1.1502–19 that ap-
plies to the same two transactions that will
result in the complete elimination of S’s
attributes when members have net loss on
S stock. Thus, it will apply when a share
of S stock is worthless under section 165,
the requirements of §1.1502–19(c)(1)(iii)
are satisfied, members do not have a net
deduction or loss on the S stock, and S
continues as a member. It will also ap-
ply when S ceases to be a member, S has

no separate return year, and members rec-
ognize an amount that is not a net loss
on the subsidiary’s stock in the transac-
tion. When it applies, it will eliminate S’s
net operating loss carryovers, capital loss
carryovers, and deferred deductions (in-
cluding S’s share of such consolidated tax
attributes), and S’s credits (including S’s
share of consolidated credits).

Under both the §1.1502–36 and the
§1.1502–19 elimination rules, attributes
other than consolidated tax attributes (de-
termined as of the event) are eliminated
immediately before the event resulting in
the application of the rule. Because con-
solidated tax attributes are first carried to
the consolidated return year before being
apportioned to a member’s first separate
return year, the IRS and Treasury De-
partment do not believe that any special
timing rule is required regarding the elim-
ination of the portion of any consolidated
tax attributes attributable to the member
under either of these rules. Mechanically,
the elimination of the member’s portion
of any consolidated tax attributes under
either rule can only occur immediately
after the close of the group’s tax year that
includes the event.

To clarify that there is no duplicative
adjustment, these final regulations provide
that the elimination of these attributes un-
der either rule is not a noncapital, nonde-
ductible expense.

2. Other Sections Addressing Subsidiary
Stock Loss: §§1.337(d)–1, 1.337(d)–2,
1.1502–20, and 1.1502–35

In general, transfers of loss shares of
subsidiary stock on or after September 17,
2008, will be subject to the Unified Loss
Rule and not §1.337(d)–1, §1.337(d)–2,
§1.1502–20, or §1.1502–35. The IRS
and Treasury Department do not expect
that §1.1502–20 will affect any transac-
tions occurring on or after September 17,
2008. However, because of the bind-
ing-commitment transition rule, the IRS
and Treasury Department expect there
will be some transactions occurring on
or after September 17, 2008, that will
be subject to §§1.337(d)–1, 1.337(d)–2,
and 1.1502–35. In addition, dispositions
subject to §1.1502–35 will continue to be
subject to the loss suspension and anti-loss
reimportation rules in §1.1502–35. Ac-
cordingly, the IRS and Treasury De-

partment are removing §1.1502–20 and
retaining §§1.337(d)–1, 1.337(d)–2, and
1.1502–35, subject to certain modifica-
tions described below.

Under these final regulations,
§§1.337(d)–1 and 1.337(d)–2 are modified
to state explicitly that they do not apply
to transactions subject to the Unified Loss
Rule. However, those sections remain
otherwise applicable.

Section 1.1502–35 is also modified to
state explicitly that it does not apply to
transfers subject to the Unified Loss Rule.
Although the provisions of §1.1502–35 are
largely unchanged in these final regula-
tions, there are some significant modifi-
cations, and those modifications are de-
scribed in the following paragraphs.

A. Ten-year termination of application of
§1.1502–35

Under the final regulations, the loss sus-
pension rule is revised to provide that it
ceases to apply ten years after the stock
disposition that gave rise to the suspended
loss. The purpose of this modification is
to conform the loss suspension rule and the
anti-loss reimportation rule.

In addition, the general provisions of
§1.1502–35 are revised to apply only to
losses allowed within ten years of the date
that they are recognized. Thus, if a loss is
deferred and taken into account more than
ten years after the disposition, or if an ex-
changed basis asset is sold at a loss more
than ten years after the exchanged basis as-
set is acquired, the section will have no ap-
plication to the loss. The purpose of this
modification is to conform all application
of §1.1502–35 to the ten-year rule applica-
ble to loss suspension and anti-loss reim-
portation.

B. Location of suspended loss

These final regulations modify
§1.1502–35 to state explicitly that if M
recognized a loss on S stock and the loss
was suspended under §1.1502–35(c), and
if M ceases to be a member when S re-
mains a member, then, immediately before
M ceases to be a member, P is treated
as succeeding to the loss in a transaction
to which section 381(a) applies. Thus,
the suspended loss is explicitly preserved
for use by the group that disposed of the
loss stock, and the location of the loss is
specified. However, §1.1502–35(c)(5)(i)
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provides that, “[t]o the extent not reduced
... , any loss suspended ... shall be allowed
... on a return filed by the group of which
the subsidiary was a member on the date
of the disposition of subsidiary stock that
gave rise to the suspended loss ... for the
taxable year that includes the day before
the first date on which the subsidiary ... is
not a member of such group or the date
the group is allowed a worthless stock loss
....” Further, §1.1502–35(c)(3) provides
that “any loss suspended ... is treated as
a noncapital, nondeductible expense of
the member that disposes of subsidiary
stock, incurred during the taxable year
that includes the date of the disposition
of stock [that gave rise to the suspended
loss].” Accordingly, the IRS and Treasury
Department believe these final regulations
merely clarify the rule in §1.1502–35.

C. Effect of elimination of reimported item

Under the anti-loss reimportation rule,
a reimported item is generally eliminated
immediately before it would be taken
into account by the group. The regula-
tions provided that the elimination of the
item was a noncapital, nondeductible ex-
pense under §§1.1502–32(b)(2)(iii) and
1.1502–32(b)(3)(iii). A practitioner sug-
gested that this result would inappropri-
ately reduce upper-tier stock basis and, as
a result, would either create noneconomic
gain or eliminate economic loss. The IRS
and Treasury Department considered mod-
ifying this provision but have concluded
that the elimination of a reimported item
is similar to the expiration of a separate
return limitation year loss and should be
similarly treated. Accordingly, this rule is
not modified in the final regulations.

3. The Application of Section 362(e)(2) to
Intercompany Transfers

The proposed regulations included
rules for suspending the application of sec-
tion 362(e)(2) in the case of transactions
between members of a consolidated group.
The IRS and Treasury Department had
proposed the rule because the interaction
of section 362(e)(2) and the consolidated
return provisions (which already address
duplication issues) causes significant dis-
tortions, administrative burden, and the
potential for inappropriate loss disal-
lowance and gain creation. In general, the
proposed rules were intended to postpone

the application of section 362(e)(2) to an
intercompany transaction until the consol-
idated return provisions could no longer
address the loss duplication created in the
intercompany transaction.

To implement such a regime, however,
complex tracing rules would be necessary
to identify the extent to which duplication
is eliminated and to continuously monitor
the extent to which duplication could con-
tinue to be eliminated by the consolidated
return provisions. Although the intent
was to simplify the application of sec-
tion 362(e)(2) in the consolidated return
setting and to prevent the adjustments oth-
erwise made under section 362(e)(2) from
causing inappropriate results under the
consolidated return provisions, commen-
tators found these rules to be extremely
complex and expect them to be extremely
burdensome to administer. The IRS and
Treasury Department concur with these
views.

Commentators offered two suggestions
for addressing the concerns raised by the
application of section 362(e)(2) to inter-
company transactions.

The first suggestion was to treat inter-
company section 362(e)(2) transactions as
taxable transactions to the extent of the
net loss in the transferred assets. Thus,
the losses would not be duplicated and,
because the transfers would be intercom-
pany transactions, §1.1502–13 would
police the recognition of the losses. The
rationale supporting this approach was
that using a familiar regime (specifically,
the intercompany transaction provisions
of §1.1502–13) would lessen the overall
complexity of the provisions as well as
the administrative burden placed on tax-
payers and the government. Although
this approach would be less burdensome
than the approach in the proposed regula-
tions, the IRS and Treasury Department
are concerned that this approach would
still impose an unnecessary administra-
tive burden. Further, unlike either the
general application of §1.1502–13 to a
nonrecognition transaction or the gen-
eral application of section 362(e)(2), this
approach would effectively preserve the
original location of the net loss in the
transferred assets.

The second suggestion was to modify
the consolidated return provisions to make
section 362(e)(2) generally inapplicable
to intercompany transactions. Commenta-

tors stated that applying section 362(e)(2)
to intercompany transactions gives rise
to administrative burden and complexity
even if the taxable intercompany transac-
tion model were adopted. Further, they
argued that applying section 362(e)(2) to
intercompany transactions is unnecessary
because the consolidated return regula-
tions (including the Unified Loss Rule)
are already structured to address duplica-
tion of loss (and gain) within the group
(including its members and former mem-
bers) in a manner and scope that has been
determined appropriate in the consoli-
dated return setting, given the competing
single and separate entity policy issues.
The application of section 362(e)(2) to
intercompany transactions is thus not only
generally unnecessary and burdensome, it
is disruptive of the balance struck in the
various consolidated return provisions,
most notably the investment adjustment
rules in §1.1502–32 and the Unified Loss
Rule in §1.1502–36.

For these reasons, the IRS and Treasury
Department have concluded that section
362(e)(2) should generally not apply to
intercompany transactions. Accordingly,
these final regulations add a new para-
graph (h) in §1.1502–80, which makes
section 362(e)(2) generally inapplicable to
intercompany transactions. The purpose
of the provision is to allow the consol-
idated return provisions to address loss
duplication. The IRS and Treasury Depart-
ment are therefore withdrawing proposed
§1.1502–13(e)(4), which proposed the
suspension of the application of section
362(e)(2) to intercompany transactions.

Notwithstanding the decision to make
section 362(e)(2) generally inapplicable
to intercompany transactions, the IRS and
Treasury Department are concerned that
the inapplicability of section 362(e)(2)
could be used to reach inappropriate re-
sults. For example, assume M transfers a
loss asset to S in exchange for new shares
in a transaction to which section 351(a)
applies, S has an asset with offsetting ap-
preciation, and later M sells only the new
shares received in exchange for the loss
asset. If S has no aggregate inside loss,
the Unified Loss Rule will not require
any attribute reduction. Accordingly, if S
remains a member, the group could obtain
more than a single benefit for its economic
loss. The final regulations therefore in-
clude an anti-abuse rule that provides for
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appropriate adjustments to be made to
clearly reflect the income of the group
if a taxpayer acts with a view to prevent
the consolidated return provisions from
properly addressing loss duplication. The
final regulations also include an example
that illustrates both an abusive fact pat-
tern (similar to the one described) and a
nonabusive fact pattern (similar to the one
described, except that all the stock is sold).

4. Proposed Revisions to the Investment
Adjustment Provisions, §1.1502–32

In the January 2007 proposal, the IRS
and Treasury Department proposed sev-
eral modifications to the investment ad-
justment rules in §1.1502–32. The prin-
cipal modifications that were proposed re-
lated to the treatment of items attributable
to property transferred in an intercompany
section 362(e)(2) transaction and to the
treatment of items attributable to the appli-
cation of §1.1502–36(d).

As discussed in section 3 of this
preamble, these final regulations make
section 362(e)(2) generally inapplica-
ble to intercompany transactions. Ac-
cordingly, the IRS and Treasury De-
partment are withdrawing proposed
§1.1502–32(c)(1)(ii)(A) (regarding the
allocation of items otherwise attributable
to intercompany section 362(e)(2) trans-
actions).

Proposed regulations addressing the
treatment of items attributable to the ap-
plication of §1.1502–36(d) are finalized
as §1.1502–32(c)(1)(ii). The IRS and
Treasury Department have clarified the
language of the proposed rule, but have
made no substantive change to that rule.

In addition, the proposed regulations
made various nonsubstantive modifica-
tions to the language of §1.1502–32 that
were intended to simplify, clarify, and
then conform various sections of the reg-
ulations. Those proposed changes are
adopted without substantive change.

5. Miscellaneous Amendments to Other
Regulations

In addition to the various provisions di-
rectly related to the treatment of losses on
subsidiary stock and to the treatment of in-
tercompany section 362(e)(2) transactions,
the January 2007 proposal included a num-
ber of proposed modifications to regula-
tions unrelated to subsidiary stock loss is-

sues. The proposed revisions are described
in Section I of the preamble to the January
2007 proposal. These final regulations
adopt those proposed regulations without
substantive change.

These final regulations also include
several additional provisions that are either
additional technical corrections to existing
regulations or expansions of regulatory
modifications proposed in the January
2007 proposal and adopted as final in this
Treasury decision.

A. Technical amendment to
§1.1502–13(g)(3)(i)(B)(2)

One commentator suggested an ex-
pansion of §1.1502–13(g)(3)(i)(B)(2),
which prevents the application of
§1.1502–13(c)(6)(i) to items of income or
gain attributable to the reduction in basis
of an intercompany obligation by reason
of sections 108 and 1017 and §1.1502–28
(and thereby prevents such items from
being excluded from income). The com-
mentator noted that the same rule should
be applied to items of income or gain
attributable to the reduction in basis of
an intercompany obligation by reason of
§1.1502–36(d), in order to prevent the
circumvention of the effects of attribute
reduction. The IRS and Treasury Depart-
ment agree that such a revision would be
a helpful clarification and that change is
incorporated in these final regulations.

B. Amendments to §1.1502–33(e)
“whole-group” exception

In the January 2007 proposal, modifica-
tions were proposed to the “whole-group”
exceptions in §1.1502–13(j)(5) (except-
ing whole-group acquisitions from the
general rule that deconsolidations require
intercompany items to be taken into ac-
count) and §1.1502–19(c)(3) (excepting
whole-group acquisitions from the general
rule that deconsolidations require excess
loss accounts to be taken into account).

In response to the proposed changes
to the whole-group exceptions in
§§1.1502–13 and 1.1502–19, commen-
tators suggested that a similar revision
would be appropriate for the whole-group
exception in §1.1502–33(e)(2). That rule
excepts whole-group acquisitions from
the general rule in §1.1502–33(e)(1) that
eliminates a member’s earnings and prof-
its upon deconsolidation. The IRS and

Treasury Department agree that the same
reasoning supports the modification of all
three whole-group exceptions.

Accordingly, these final regulations
modify the whole-group exception in
all three provisions, §§1.1502–13(j)(5),
1.1502–19(c)(3), and 1.1502–33(e)(2), to
allow for their application without regard
to whether the acquirer is a member of
a consolidated group prior to the acqui-
sition. Further, these final regulations
provide that taxpayers may apply each of
these modified whole-group exceptions
retroactively.

C. Anti-duplicative adjustments provisions

The January 2007 proposal included
a set of modifications that was intended
to simplify several existing provisions by
removing all references to the continued
applicability of the Code and all of the
anti-duplicative adjustment rules, and in-
cluding such rule in a single paragraph
in §1.1502–80. The IRS and Treasury
Department believed this change would
simplify the regulations, as well as remove
any potential for inadvertent omission or
negative implication in other provisions
where such concepts are or should be ap-
plicable.

Commentators questioned whether the
removal of the discussion of the anti-du-
plicative adjustment rule in various sec-
tions of the consolidated return regulations
would eliminate guidance that is helpful
to taxpayers and that establishes certain
policy determinations. The IRS and Trea-
sury Department have considered these
comments and concluded that it is ap-
propriate to retain the anti-duplicative
adjustment rule in the various sections
of the consolidated return regulations,
but to add a cross reference to the rule
in §1.1502–80(a). To provide additional
guidance in §1.1502–80(a), the final reg-
ulations provide that, in determining the
application of the anti-duplicative adjust-
ment rule, the purposes of the provisions
and single-entity principles are taken into
account.

In addition, the final regulations mod-
ify the general anti-duplicative adjustment
rule in §1.1502–80 to clarify that its princi-
ples apply to adjustments, inclusions, and
all similar items.
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D. Technical correction to text example
in §1.1502–75(d)(1)

A practitioner informed the IRS
and Treasury Department that the
rationale in the text example in
§1.1502–75(d)(1) needed modification.
Section 1.1502–75(d)(1) provides that a
group remains in existence for a tax year
if the common parent remains as the com-
mon parent and at least one subsidiary
that was affiliated with it at the end of the
prior year remains affiliated with it at the
beginning of the year. It then sets forth
an example in which, at the end of 1965,
P is the common parent of a group that
includes S and, at the beginning of 1966, P
is still the common parent of a group that
includes S. The example concludes that
the group continues through 1966 even
though P acquires another subsidiary and
S leaves the group.

The practitioner noted that the result is
correct, but that the rationale is misleading
and appears to be based on a prior formu-
lation of the continuation of the group rule.
Accordingly, these final regulations revise
the analysis of this text example so that the
rationale reflects the current continuation
of the group rule.

E. Amendment to the section 358
stock basis rules for certain triangular
reorganizations

In addition to adopting the proposed
technical correction to the cross-reference
paragraph in §1.358–6(e), these final reg-
ulations add triangular G reorganizations
(other than by statutory merger) to the
definition of triangular reorganizations in
§1.358–6(b)(2).

F. Request for comments on gain
duplication

Finally, in the preamble to the January
2007 proposal, the IRS and Treasury De-
partment requested comments on the need
for a provision that would address the gain
duplication that occurs when S stock is
sold at a gain and that gain is attributable
to unrecognized net appreciation in S’s as-
sets. The IRS and Treasury Department
have not previously addressed this form
of gain duplication directly because tax-
payers can structure their transactions to
avoid duplicative recognition of the gain,

for example, by selling assets directly or
by electing to have their stock sales treated
as assets sales under section 338. While
it is believed that taxpayers generally have
adequate means to mitigate this problem,
comments were requested.

In response, commentators expressed
the view that the IRS and Treasury Depart-
ment underestimate the frequency and ex-
tent of gain duplication and overestimate
the efficacy of self-help mechanisms.

Some commentators suggested that
gain duplication could be addressed
through a section 338-like election, pur-
suant to which gain recognized on sub-
sidiary stock could be allocated to the
basis of the subsidiary’s assets, at least to
the extent necessary to bring the basis of
the assets into conformity with the basis of
the stock in the buyer’s hands. However,
those commentators have explicitly stated
that they are not urging this or any other
particular model. Moreover, the IRS and
Treasury Department have been advised
that there is disagreement among com-
mentators and practitioners as to whether
the additional burden and complexity in-
herent in such additional rules would be
warranted by the potential relief they could
provide.

Accordingly, the IRS and Treasury De-
partment will continue to accept comments
and consider this issue.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
12866. Therefore, a regulatory assessment
is not required.

These regulations are necessary to pro-
vide taxpayers with immediate guidance
regarding the tax consequences of a mem-
ber’s transfer of loss shares of subsidiary
stock to prevent the creation and recogni-
tion of noneconomic stock loss and pre-
vent the group from obtaining more than
one tax loss from a single economic loss.
Further, these regulations are necessary to
provide taxpayers with immediate guid-
ance regarding various other provisions of
the consolidated return regulations. There-
fore, good cause is found for dispensing
with a delayed effective date pursuant to
5 U.S.C. 553(d)(3).

Pursuant to section 7805(f) of the In-
ternal Revenue Code, the notice of pro-

posed rulemaking preceding these regula-
tions was submitted to the Chief Counsel
for Advocacy of the Small Business Ad-
ministration for comment on its impact on
small business.

It is hereby certified that these regula-
tions will not have a significant economic
impact on a substantial number of small
entities. This certification is based on the
fact that these regulations primarily affect
affiliated groups of corporations that have
elected to file consolidated returns, which
tend to be larger businesses. Moreover, the
number of taxpayers affected is minimal.
Therefore, a Regulatory Flexibility Anal-
ysis under the Regulatory Flexibility Act
(5 U.S.C. chapter 6) is not required.

Drafting Information

The principal authors of these regula-
tions are Marcie Barese, Sean Duffley, and
Theresa Abell of the Office of Associate
Chief Counsel (Corporate). However,
other personnel from the IRS and Treasury
Department participated in their develop-
ment.

* * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR parts 1 and 602
are amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding entries in nu-
merical order to read as follows:

Authority: 26 U.S.C. 7805 * * *
Section 1.1502–36 also issued under

26 U.S.C. 1502 * * *
Section 1.1502–36 also issued under

26 U.S.C. 337(d). * * *
Par. 2. Section 1.337(d)–1 is amended

by adding two sentences at the end of para-
graph (a)(1) to read as follows:

§1.337(d)–1 Transitional loss limitation
rule.

(a) * * * (1) * * * However, for trans-
actions involving loss shares of subsidiary
stock occurring on or after September 17,
2008, see §1.1502–36. Further, this sec-
tion does not apply to a transaction that is
subject to §1.1502–36.

* * * * *
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Par. 3. Section 1.337(d)–2 is amended
by adding two sentences at the end of para-
graph (a)(1) to read as follows:

§1.337(d)–2 Loss limitation rules.

(a) * * * (1) * * * However, for trans-
actions involving loss shares of subsidiary
stock occurring on or after September 17,
2008, see §1.1502–36. Further, this sec-
tion does not apply to a transaction that is
subject to §1.1502–36.

* * * * *
Par. 4. Section 1.358–6 is amended by:
1. Adding paragraph (b)(2)(v).
2. Revising paragraph (e).
3. Revising the heading for paragraph

(f) and adding paragraph (f)(3).
The additions and revisions read as fol-

lows:

§1.358–6 Stock basis in certain triangular
reorganizations.

* * * * *
(b) * * *
(2) * * *
(v) Triangular G reorganization. A tri-

angular G reorganization is an acquisition
by S (other than by statutory merger) of
substantially all of T’s assets in a title 11
or similar case in exchange for P stock in
a transaction that qualifies as a reorganiza-
tion under section 368(a)(1)(G) by reason
of the application of section 368(a)(2)(D).

* * * * *
(e) Cross-reference regarding triangu-

lar reorganizations involving members of
a consolidated group. For rules relating to
stock basis adjustments made as a result
of a triangular reorganization in which P
and S, or P and T, as applicable, are, or be-
come, members of a consolidated group,
see §1.1502–30. However, if a transac-
tion is a group structure change, stock
basis adjustments are determined under
§1.1502–31 and not under §1.1502–30,
even if the transaction also qualifies as a
triangular reorganization otherwise sub-
ject to §1.1502–30.

(f) Effective/applicability dates. * * *
(3) Triangular G reorganization and

special rule for triangular reorganiza-
tions involving members of a consolidated
group. Paragraphs (b)(2)(v) and (e) of this
section shall apply to triangular reorgani-
zations occurring on or after September

17, 2008. However, taxpayers may apply
paragraph (b)(2)(v) of this section to tri-
angular reorganizations occurring before
September 17, 2008 and on or after De-
cember 23, 1994.

Par. 5. Section 1.362–4 is added to read
as follows:

§1.362–4 Limitations on built-in loss
duplication.

(a) Purpose and scope—(1) In general.
[Reserved].

(2) Intercompany transactions. For
rules relating to the application of section
362(e)(2) to transfers between members of
a consolidated group on or after October
22, 2004, see §1.1502–80(h).

(b) [Reserved].
Par. 6. Section 1.1502–13 is amended

by:
1. Revising the heading and adding a

new first sentence in paragraph (a)(4).
2. Revising paragraphs (f)(6)(ii),

(g)(3)(ii)(B)(2), (j)(5)(i)(A).
3. Revising the last sentence of para-

graph (f)(6)(iv)(A).
4. Removing the second sentence in

paragraph (f)(6)(v).
5. Revising the heading for paragraph

(l) and adding two sentences at the end of
paragraph (l)(1).

The revisions and additions read as fol-
lows:

§1.1502–13 Intercompany transactions.

(a) * * *
(4) Application of other rules of law.

See §1.1502–80(a) regarding the general
applicability of other rules of law and
a limitation on duplicative adjustments.
* * *

* * * * *
(f) * * *
(6) * * *
(ii) Gain stock. For dispositions of

P stock occurring before May 16, 2000,
see §1.1502–13(f)(6)(ii) as contained in
26 CFR part 1 in effect on April 1, 2000.
For dispositions of P stock occurring on or
after May 16, 2000, see §1.1032–3.

* * * * *
(iv) * * *
(A) * * * If P grants M an option to

acquire P stock in a transaction meeting the
requirements of §1.1032–3, M is treated as
having purchased the option from P for fair

market value with cash contributed to M
by P.

* * * * *
(g) * * *
(3) * * *
(ii) * * *
(B) * * *
(2) Paragraph (c)(6)(i) of this section

(treatment of intercompany items if cor-
responding items are excluded or non-
deductible) will not apply to exclude any
amount of income or gain attributable to a
reduction of the basis of an intercompany
obligation pursuant to sections 108 and
1017 and §1.1502–28 or to §1.1502–36(d);
and

* * * * *
(j) * * *
(5) * * *
(i) * * *
(A) The acquisition of either the assets

of the common parent of the terminating
group in a reorganization described in sec-
tion 381(a)(2), or the stock of the common
parent of the terminating group; or

* * * * *
(l) Effective/applicability dates. * * *
(1) * * * Paragraphs (a)(4), (f)(6)(ii),

(f)(6)(iv)(A), (g)(3)(ii)(B)(2), and
(j)(5)(i)(A) of this section apply with re-
spect to transactions occurring on or after
September 17, 2008. However, taxpayers
may apply paragraph (j)(5)(i)(A) of this
section to transactions that occurred prior
to September 17, 2008.

* * * * *
Par. 7. Section 1.1502–19 is amended

by:
1. Removing the language “P” through-

out the entire section and adding “M” in its
place.

2. Adding a new sentence at the end of
paragraph (a)(1).

3. Revising paragraphs (a)(3),
(c)(1)(iii)(A), and (c)(3)(i)(A).

4. Adding new paragraph (b)(1)(iv).
5. Revising the heading for paragraph

(h) and adding three sentences at the end
of paragraph (h)(1).

The revisions and additions read as fol-
lows:

§1.1502–19 Excess loss accounts.

(a) In general—(1) Purpose. * * * This
section also provides rules for eliminating
losses and other attributes attributable to S
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in certain cases in which S stock becomes
worthless or S ceases to be a member and
does not have a separate return year.

* * * * *
(3) Application of other rules of law,

duplicative recapture. See §1.1502–80(a)
regarding the general applicability of other
rules of law and a limitation on duplicative
adjustments and recapture.

(b) * * *
(1) * * *
(iv) Reduction of attributes in the case

of certain dispositions by worthlessness or
where S ceases to be a member and does
not become a nonmember. If this para-
graph (b)(1)(iv) applies, any net operating
or capital loss carryover that is attributable
to S, including any losses that would be
apportioned to S under the principles of
§1.1502–21(b)(2) if S had a separate return
year, any deferred deductions attributable
to S, including S’s portion of such consol-
idated tax attributes (for example, consol-
idated excess charitable contributions that
would be apportioned to S under the prin-
ciples of §1.1502–79(e) if S had a sep-
arate return year), and any credit carry-
over attributable to S, including any con-
solidated credits that would be apportioned
to S under the principles of §1.1502–79
if S had a separate return year, are elimi-
nated. Attributes other than consolidated
tax attributes (determined as of the dispo-
sition) are eliminated under this paragraph
(b)(1)(iv) immediately before the dispo-
sition resulting in the application of this
paragraph (b)(1)(iv). The elimination of
attributes under this paragraph (b)(1)(iv)
is not a noncapital, nondeductible expense
described in §1.1502–32(b)(2)(iii). This
paragraph (b)(1)(iv) applies if—

(A) A share of S stock becomes worth-
less under section 165, the requirements of
paragraph (c)(1)(iii) of this section are sat-
isfied, M does not recognize a net deduc-
tion or loss on the S stock, and S is a mem-
ber of the group on the day following the
last day of the group’s taxable year during
which the share becomes worthless; or

(B) M recognizes any amount that is
not a net deduction or loss on the stock
of S in a transaction in which S ceases
to be a member and does not become a
nonmember.

* * * * *
(c) * * *
(1) * * *

(iii) * * *
(A) All of S’s assets (other than its cor-

porate charter and those assets, if any, nec-
essary to satisfy state law minimum capi-
tal requirements to maintain corporate ex-
istence) are treated as disposed of, aban-
doned, or destroyed for Federal income
tax purposes (for example, under section
165(a) or §1.1502–80(c), or, if S’s asset is
stock of a lower-tier member, the stock is
treated as disposed of under this paragraph
(c)). An asset of S is not considered to
be disposed of or abandoned to the extent
the disposition is in complete liquidation
of S under section 332 or is in exchange
for consideration (other than relief from in-
debtedness);

* * * * *
(3) * * *
(i) * * *
(A) The acquisition of either the assets

of the common parent of the terminating
group in a reorganization described in sec-
tion 381(a)(2), or the stock of the common
parent of the terminating group; or

* * * * *
(h) Effective/applicability dates—(1)

* * * Paragraphs (a)(3), (c)(1)(iii)(A),
and (c)(3)(i)(A) of this section apply with
respect to determinations and transactions
occurring on or after September 17, 2008.
However, taxpayers may apply paragraph
(c)(3)(i)(A) of this section to transactions
that occurred prior to September 17, 2008.
The last sentence of paragraph (a)(1) and
paragraph (b)(1)(iv) of this section applies
with respect to dispositions on or after
December 16, 2008.

* * * * *

§1.1502–20 [Removed]

Par. 8. Section 1.1502–20 is removed.

§1.1502–20T [Removed]

Par. 9. Section 1.1502–20T is removed.
Par. 10. Section 1.1502–21 is amended

by:
1. Removing the last sentence of para-

graph (b)(1).
2. Removing paragraph (b)(3)(v).
3. Revising paragraphs (b)(2)(ii)(A),

(b)(2)(iv)(B)(2)(iv), and (h)(6).
4. Adding a new paragraph

(b)(2)(iv)(B)(2)(v).

5. Revising the heading for paragraph
(h) and adding new paragraph (h)(1)(iii).

6. Revising the first sentence of para-
graph (h)(8).

The revisions and addition reads as fol-
lows:

§1.1502–21 Net operating losses.

* * * * *
(b) * * *
(2) * * *
(ii) Special rules—(A) Year of depar-

ture from group. If a corporation ceases
to be a member during a consolidated
return year, net operating loss carryovers
attributable to the corporation are first
carried to the consolidated return year,
then are subject to reduction under section
108 and §1.1502–28 (regarding discharge
of indebtedness income that is excluded
from gross income under section 108(a)),
and then are subject to reduction un-
der §1.1502–36 (regarding transfers of
loss shares of subsidiary stock). Only
the amount that is neither absorbed by
the group in that year nor reduced un-
der section 108 and §1.1502–28 or under
§1.1502–36 may be carried to the cor-
poration’s first separate return year. For
rules concerning a member departing a
subgroup, see paragraph (c)(2)(vii) of this
section.

* * * * *
(iv) * * *
(B) * * *
(2) * * *
(iv) Reduction of attributes for stock

loss. If during a taxable year a mem-
ber does not cease to be a member of the
group and any portion of the CNOL at-
tributable to any member is reduced under
§1.1502–36, the percentage of the CNOL
attributable to each member as of imme-
diately after the reduction of attributes un-
der §1.1502–36 shall be recomputed pur-
suant to paragraph (b)(2)(iv)(B)(2)(v) of
this section.

(v) Recomputed percentage. The re-
computed percentage of the CNOL at-
tributable to each member shall equal
the unabsorbed CNOL attributable to the
member at the time of the recomputation
divided by the sum of the unabsorbed
CNOL attributable to all of the members
at the time of the recomputation. For pur-
poses of the preceding sentence, a CNOL
that is reduced under section 108 and
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§1.1502–28, or under §1.1502–36, or that
is otherwise permanently disallowed or
eliminated, shall be treated as absorbed.

* * * * *
(h) Effective/applicability dates—(1)

* * *
(iii) Paragraphs (b)(2)(ii)(A) and

(b)(2)(iv)(B)(2) of this section apply to
taxable years for which the due date of the
original return (without regard to exten-
sions) is on or after September 17, 2008.

* * * * *
(6) Certain prior periods. Paragraphs

(b)(1), (b)(2)(iv)(A), (b)(2)(iv)(B)(1), and
(c)(2)(vii) of this section apply to tax-
able years for which the due date of the
original return (without regard to exten-
sions) is after March 21, 2005. Paragraphs
(b)(2)(ii)(A) and (b)(2)(iv)(B)(2) (as con-
tained in 26 CFR part 1 revised as of
April 1, 2008) apply to taxable years for
which the due date of the original return
(without regard to extensions) is on or
after March 21, 2005, and before Septem-
ber 17, 2008. Paragraph (b)(2)(ii)(A)
of this section and §1.1502–21T(b)(1),
(b)(2)(iv), and (c)(2)(vii), as contained
in 26 CFR part 1 revised as of April 1,
2004, apply to taxable years for which the
due date of the original return (without
regard to extensions) is after August 29,
2003, and on or before March 21, 2005.
For taxable years for which the due date
of the original return (without regard to
extensions) is on or before August 29,
2003, see paragraphs (b)(1), (b)(2)(ii)(A),
(b)(2)(iv), and (c)(2)(vii) of this section
and §1.1502–21T(b)(1) as contained in
26 CFR part 1 revised as of April 1, 2003.

* * * * *
(8) Losses treated as expired un-

der §1.1502–35(f)(1). For rules re-
garding losses treated as expired under
§1.1502–35(f) on or after March 10, 2006,
see §1.1502–21(b)(3)(v) as contained in
26 CFR part 1 in effect on April 1, 2006.
* * *

Par. 11. Section 1.1502–30 is amended
by:

1. Revising paragraph (b)(4).
2. Revising the heading for paragraph

(c) and adding a second sentence.
The revision and addition reads as fol-

lows:

§1.1502–30 Stock basis after certain
triangular reorganizations.

* * * * *
(b) * * *
(4) Application of other rules of law.

If a transaction otherwise subject to this
section is also a group structure change
subject to §1.1502–31, the provisions of
§1.1502–31 and not this section apply to
determine stock basis. See §1.1502–80(a)
regarding the general applicability of other
rules of law and a limitation on duplicative
adjustments. See §1.1502–80(d) for the
non-application of section 357(c) to P.

* * * * *
(c) Effective/applicability date. * * *

However, paragraph (b)(4) of this section
applies to reorganizations occurring on or
after September 17, 2008.

Par. 12. Section 1.1502–31 is amended
by:

1. Revising paragraph (a)(2).
2. Revising the heading for paragraph

(h) and revising paragraph (h)(1).
3. Removing paragraphs (i) and (j).
The revisions read as follows:

§1.1502–31 Stock basis after a group
structure change.

(a) * * *
(2) Application of other rules of law. If

a transaction subject to this section is also a
triangular reorganization otherwise subject
to §1.1502–30, the provisions of this sec-
tion and not those of §1.1502–30 apply to
determine stock basis. See §1.1502–80(a)
regarding the general applicability of other
rules of law and a limitation on duplicative
adjustments.

* * * * *
(h) Effective/applicability dates—(1)

General rule. This section applies to
group structure changes that occur af-
ter April 26, 2004. However, a group
may apply this section to group structure
changes that occurred on or before April
26, 2004, and in consolidated return years
beginning on or after January 1, 1995. In
addition, paragraph (a)(2) of this section
applies to group structure changes that
occurred on or after September 17, 2008.
Paragraph (e)(2) of this section applies to
any original consolidated Federal income
tax return due (without extensions) after
June 14, 2007. For original consolidated
Federal income tax returns due (without

extensions) after May 30, 2006, and on or
before June 14, 2007, see §1.1502–31T as
contained in 26 CFR part 1 in effect on
April 1, 2007. For original consolidated
Federal income tax returns due (without
extensions) on or before May 30, 2006,
see §1.1502–31 as contained in 26 CFR
part 1 in effect on April 1, 2006.

* * * * *
Par. 13. Section 1.1502–32 is amended

by:
1. Removing the language “P” through-

out the entire section and adding “M” in its
place.

2. Revising the heading, adding a new
first sentence, and removing the last two
sentences in paragraph (a)(2).

3. Revising paragraphs (b)(3)(ii)(C)(2),
(c)(1), and (c)(2)(i)

4. Revising the first sentence of para-
graphs (c)(2)(ii)(A), (c)(3), and the first
three sentences of paragraph (c)(4)(i), in-
troductory text.

5. Removing paragraphs (b)(3)(iii)(C)
and (b)(3)(iii)(D).

6. Revising the heading for paragraph
(h) and adding paragraph (h)(9).

The revisions and addition read as fol-
lows:

§1.1502–32 Investment adjustments.

(a) * * *
(2) Application of other rules of law, du-

plicative adjustments. See §1.1502–80(a)
regarding the general applicability of other
rules of law and a limitation on duplicative
adjustments. * * *

* * * * *
(b) * * *
(3) * * *
(ii) * * *
(C) * * *
(2) Expired loss carryovers. If the

amount of the discharge exceeds the
amount of the attribute reduction under
sections 108 and 1017, and §1.1502–28,
the excess nevertheless is treated as ap-
plied to reduce tax attributes to the extent
a loss carryover attributable to S ex-
pired without tax benefit, the expiration
was taken into account as a noncapital,
nondeductible expense under paragraph
(b)(3)(iii) of this section, and the loss car-
ryover would have been reduced had it not
expired.

* * * * *

2008–44 I.R.B. 1030 November 3, 2008



(c) Allocation of adjustments among
shares of stock—(1) In general—(i) Distri-
butions. The adjustment that is described
in paragraph (b)(2)(iv) of this section
(negative adjustments for distributions) is
allocated to the shares of S stock to which
the distribution relates.

(ii) Special rules applicable in the case
of certain loss transfers of subsidiary
stock—(A) Losses reattributed pursuant to
an election under §1.1502–36(d)(6)—(1)
General rule. If a member transfers loss
shares of S stock and the common parent
elects under §1.1502–36(d)(6) to reat-
tribute all or a portion of S’s attributes,
S’s resulting noncapital, nondeductible
expense is allocated to all loss shares of S
stock transferred by members in the trans-
action. The expense is allocated among
those S shares in proportion to the loss in
the shares. The tier-up of that expense is
included in the remaining adjustment (see
paragraph (c)(1)(iii) of this section).

(2) Reattribution of attributes of a
subsidiary that is lower-tier to S. If a
member transfers loss shares of S stock
and the common parent elects under
§1.1502–36(d)(6) to reattribute attributes
of a subsidiary (S2) that is lower-tier to S,
S2’s resulting noncapital, nondeductible
expense is allocated among S2 shares held
by members as of the transaction, other
than those transferred in the transaction
and with respect to which gain or loss
was recognized (recognition transfer), in
a manner that permits the full amount of
the expense to tier up and be applied to
the bases of the loss shares of S stock
transferred by members in the transaction.
The expense is allocated among those S2
shares with positive basis in a manner that,
first, reduces the bases of S2’s preferred
shares to equalize and then eliminate loss
and, second, reduces the bases of S2’s
common shares in a manner that reduces
disparity among the bases of those com-
mon shares to the greatest extent possible.
The noncapital, nondeductible expense
applied to the S2 shares tiers up and is
applied to the stock of any subsidiaries
that are lower-tier to S (middle-tier sub-
sidiaries) in a manner that will permit the
full amount of this expense to be applied
to reduce the bases of the loss shares of S
stock transferred by members in the trans-
action. Similar to the allocation among
the S2 shares, the tier-up of this expense
is allocated among the middle-tier sub-

sidiary shares held by members as of the
transaction, other than those transferred
in a recognition transfer, in a manner that
permits the full amount of the expense
to tier up and be applied to the bases of
the loss shares of S stock transferred by
members in the transaction. The tier-up
of this expense is allocated among those
middle-tier subsidiary shares with posi-
tive basis in a manner that, first, reduces
the bases of the middle-tier subsidiary’s
preferred shares to equalize and then elim-
inate loss and, second, reduces the bases
of the middle-tier subsidiary’s common
shares in a manner that reduces disparity
among the bases of those common shares
to the greatest extent possible. The tier-up
of this expense is allocated to the loss
shares of S stock transferred by members
in the transaction in the same manner as
provided in paragraph (c)(1)(ii)(A)(1) of
this section, and thereafter the tier-up of
that expense is included in the remaining
adjustment (see paragraph (c)(1)(iii) of
this section).

(3) Example. The following exam-
ple illustrates the rules of this paragraph
(c)(1)(ii)(A).

Example. Assume P owns M1, P and M1 own
M2, M2 owns S, M1 and S own S1, and M1 and
S1 own S2. If S sells a portion of the S1 shares at
a gain and M2 sells all of the S stock at a net loss
(after adjusting the basis for the gain recognized by
S on the sale of the S1 shares), and P elects under
§1.1502–36(d)(6) to reattribute attributes of S2, the
resulting noncapital, nondeductible expense is allo-
cated entirely to the S2 shares held by S1 with pos-
itive basis in a manner that reduces the disparity in
those bases to the greatest extent possible. The tier-up
of this amount is allocated entirely to the S1 shares
held by S (excluding the S1 shares sold) with positive
basis in a manner that reduces the disparity in those
bases to the greatest extent possible. The tier-up of
this amount is allocated to the loss shares of S stock
sold by M2 in proportion to the loss in those shares.
The tier-up of this amount is then included in the re-
maining adjustment and tiers up from M2 to M1 and
P, and from M1 to P under the general rules of this
section.

(B) Tier-up of reallocated investment
adjustments subject to prior use limi-
tation. If the reallocation of an invest-
ment adjustment under §1.1502–36(b)(2)
is subject to the prior use limitation in
§1.1502–36(b)(2)(iii)(B)(2), no amount of
the tier-up of such reallocated investment
adjustment shall be allocated to any share
whose prior use resulted in the application
of the limitation. Thereafter, the tier-up of
this amount is included in the remaining

adjustment (see paragraph (c)(1)(iii) of
this section).

(iii) Remaining adjustment. The re-
maining adjustment is the adjustment that
consists of the items described in para-
graphs (b)(2)(i) through (b)(2)(iii) of this
section (adjustments for taxable income or
loss, tax-exempt income, and noncapital,
nondeductible expenses), including adjust-
ments to lower-tier stock basis that tier up
under paragraph (a)(3)(iii) of this section,
but only to the extent not specially allo-
cated under paragraph (c)(1)(ii) of this sec-
tion. The remaining adjustment is allo-
cated among the shares of S stock as pro-
vided in paragraphs (c)(2) through (c)(4)
of this section. If the remaining adjust-
ment is positive, it is allocated first to any
preferred stock as provided in paragraph
(c)(3) of this section, and then to the com-
mon stock as provided in paragraph (c)(2)
of this section. If the remaining adjustment
is negative, it is allocated only to common
stock as provided in paragraph (c)(2) of
this section.

(iv) Nonmember shares. No adjustment
under this section that is allocated to a
share for the period it is owned by a non-
member affects the basis of the share.

(v) Cross-references. See paragraph
(c)(4) of this section for the reallocation
of adjustments, and paragraph (d) of this
section for definitions. See §1.1502–19(d)
for special allocations of basis determined
or adjusted under the Internal Revenue
Code (Code) with respect to excess loss
accounts.

(2) Common stock—(i) Allocation
within a class. The remaining adjustment
described in paragraph (c)(1)(iii) of this
section that is allocable to a class of com-
mon stock is generally allocated equally
to each share within the class. However,
if a member has an excess loss account
in a share of a class of common stock at
the time a positive remaining adjustment
is to be allocated, the portion of the pos-
itive remaining adjustment allocable to
the member with respect to the class is
allocated first to equalize and then elimi-
nate that member’s excess loss accounts.
It is then allocated equally among the
members’ shares in that class. Similarly,
the portion of any negative remaining
adjustment allocable to the member with
respect to the class is allocated equally to
the member’s shares with positive bases,
eliminating all positive basis in shares of
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the class before creating or increasing any
excess loss accounts. After positive basis
is eliminated, any remaining portion of
the negative remaining adjustment is allo-
cated to equalize the member’s excess loss
accounts in the shares of that class to the
greatest extent possible. Distributions and
any adjustments or determinations under
the Internal Revenue Code (for example,
under section 358, including any modi-
fications under §1.1502–19(d)) are taken
into account before the allocation is made
under this paragraph (c)(2)(i).

(ii) * * *
(A) * * * If S has more than one class

of common stock, the extent to which the
remaining adjustment described in para-
graph (c)(1)(iii) of this section is allocated
to each class is determined, based on con-
sistently applied assumptions, by taking
into account the terms of each class and
all other facts and circumstances relating
to the overall economic arrangement. * * *

* * * * *
(3) * * * If the remaining adjustment

described in paragraph (c)(1)(iii) of this
section is positive, it is allocated to pre-
ferred stock to the extent required (when
aggregated with prior allocations to the
preferred stock during the period that S is
a member of the consolidated group) to re-
flect distributions described in section 301
(and all other distributions treated as div-
idends) to which the preferred stock be-
comes entitled, and arrearages arising, dur-
ing the period that S is a member of the
consolidated group. * * *

* * * * *
(4) * * *—(i) * * * A member’s basis

in each share of S preferred and common
stock must be redetermined whenever
necessary to determine the tax liability of
any person. See paragraph (b)(1) of this
section. The redetermination is made by
reallocating S’s adjustments described in
paragraphs (c)(1)(ii)(B) (specially allo-
cated adjustments for tier-up of reallocated
investment adjustments subject to prior
use limitation) and (c)(1)(iii) (remaining
adjustments) of this section for each con-
solidated return year (or other applicable
period) of the group by taking into account
all of the facts and circumstances affecting
allocations under this paragraph (c) as of
the redetermination date with respect to
all of the S shares. * * *

* * * * *

(h) Effective/applicability date. * * *
(9) Allocations of investment adjust-

ments, including adjustments attribut-
able to certain loss transfers; certain
conforming amendments. Paragraphs
(a)(2), (b)(3)(ii)(C)(2), (c)(1), (c)(2)(i),
(c)(2)(ii)(A), (c)(3), and (c)(4)(i) of this
section are applicable for determinations
of the basis of stock of a subsidiary on or
after September 17, 2008.

* * * * *

§1.1502–32T [Removed]

Par. 14. Section 1.1502–32T is re-
moved.

Par. 15. Section 1.1502–33 is amended
by:

1. Revising the heading and adding a
new first sentence to paragraph (a)(2).

2. Revising paragraph (e)(2)(i)(A).
3. Revising the heading for paragraph

(j) and adding two sentences to the end of
paragraph (j)(1).

The additions and revision read as fol-
lows:

§1.1502–33 Earnings and profits.

(a) * * *
(2) Application of other rules of law, du-

plicative adjustments. See §1.1502–80(a)
regarding the general applicability of other
rules of law and a limitation on duplicative
adjustments. * * *

* * * * *
(e) * * *
(2) * * *
(i) * * *
(A) The acquisition of either the assets

of the common parent of the terminating
group in a reorganization described in sec-
tion 381(a)(2), or the stock of the common
parent of the terminating group; or

* * * * *
(j) Effective/applicability date—(1)

* * * Paragraphs (a)(2) and (e)(2)(i)(A)
of this section apply with respect to
determinations of the earnings and profits
of a member in consolidated return years
beginning on or after September 17, 2008.
However, taxpayers may apply paragraph
(e)(2)(i)(A) of this section with respect to
determinations of the earnings and profits
of a member in consolidated return years
beginning prior to September 17, 2008.

* * * * *

Par. 16. Section 1.1502–35 is amended
by:

1. Revising paragraphs (a), (c)(3),
(c)(4)(i), (c)(5)(i), (g)(3), (g)(6), (h), and
(j).

2. Revising the heading of paragraph
(c)(8).

3. Removing paragraph (k).

§1.1502–35 Transfers of subsidiary stock
and deconsolidations of subsidiaries.

(a) In general—(1) Purpose. The pur-
pose of this section is to prevent a group
from obtaining more than one tax benefit
from a single economic loss. The provi-
sions of this section shall be construed in a
manner that is consistent with that purpose
and in a manner that reasonably carries out
that purpose.

(2) Dates of applicability. This section
applies if—

(i) On or after March 7, 2002, a member
recognizes a loss on the disposition of a
share of stock of a subsidiary (or, on or
after April 10, 2007, a share of stock of
a former subsidiary) or a carryover basis
asset (subject to paragraph (c)(6) of this
section),

(ii) The member’s loss on the share of
subsidiary stock or the carryover basis as-
set is allowed on or before the date that is
ten years after the disposition of the share
or carryover basis asset, and

(iii) If the disposition is of a share of
subsidiary stock, it is not a transfer to
which §1.1502–36 applies.

* * * * *
(c) * * *
(3) Treatment of suspended loss—(i)

General rule. For purposes of the rules of
§1.1502–32, any loss suspended pursuant
to paragraph (c)(1) or (c)(2) of this section
is treated as a noncapital, nondeductible
expense of the member that disposes of
subsidiary stock, incurred during the tax-
able year that includes the date of the
disposition of stock to which paragraph
(c)(1) or (c)(2) of this section applies. See
§1.1502–32(b)(3)(iii)(C). Consequently,
the basis of a higher-tier member’s stock
of the member that disposes of subsidiary
stock is reduced by the suspended loss in
the year it is suspended.

(ii) Location of suspended loss follow-
ing deconsolidation of selling member. If
a member recognizes a loss that is sus-
pended under this paragraph (c) but that
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member ceases to be a member of the
group before the loss is allowable, the
common parent is treated as succeeding to
the loss in a transaction to which section
381(a) applies.

(4) Reduction of suspended loss—(i)
General rule. The amount of any loss
suspended pursuant to paragraph (c)(1) or
(c)(2) of §1.1502–35 shall be reduced, but
not below zero, by the subsidiary’s (and
any successor’s) items of deduction and
loss, and the subsidiary’s (and any succes-
sor’s) allocable share of items of deduc-
tion and loss of all lower-tier subsidiaries,
that are allocable to the period beginning
on the date of the disposition that gave
rise to the suspended loss and ending on
the day before the first date on which the
subsidiary (and any successor) is not a
member of the group of which it was a
member immediately prior to the dispo-
sition (or any successor group), and that
are taken into account in determining con-
solidated taxable income (or loss) of such
group for any taxable year that includes
any date on or after the date of the dispo-
sition and before the first date on which
the subsidiary (and any successor) is not
a member of such group; provided, how-
ever, that such reduction shall not exceed
the excess of the amount of such items over
the amount of such items that are taken
into account in determining the basis ad-
justments made under §1.1502–32 to stock
of the subsidiary (or any successor) owned
by members of the group. The preceding
sentence shall not apply to items of deduc-
tion and loss to the extent that the group
can establish that all or a portion of such
items was not reflected in the computation
of the duplicated loss with respect to the
subsidiary on the date of the disposition of
stock that gave rise to the suspended loss.

* * * * *
(5) Allowable loss—(i) General rule.

To the extent not reduced under paragraph
(c)(4) of this section, any loss suspended
pursuant to paragraph (c)(1) or (c)(2) of
this section shall be allowed, to the extent
otherwise allowable under applicable pro-
visions of the Internal Revenue Code and
regulations, on a return filed by the group
of which the subsidiary was a member on
the date of the disposition of subsidiary
stock that gave rise to the suspended loss
(or any successor group) for the taxable
year that includes the earlier of—

(A) The day before the first date on
which the subsidiary (and any successor)
is not a member of such group or the date
the group is allowed a worthless stock loss
under section 165 (taking into account the
provisions of §1.1502–80(c)) with respect
to all of the subsidiary stock owned by
members and;

(B) The date that is ten years after the
date of the disposition of subsidiary stock
that gave rise to the suspended loss.

* * * * *
(8) No elimination of economic loss.

* * *

* * * * *
(g) * * *
(3) Anti-loss reimportation rule—(i)

Conditions for application. This para-
graph (g)(3) applies when—

(A) A member of a group (selling
group) recognized and was allowed a loss
with respect to a share of stock of S, a sub-
sidiary or former subsidiary of the selling
group;

(B) That stock loss was duplicated (in
whole or in part) in S’s attributes (dupli-
cating items) at the earlier of the time that
the loss was recognized or that S ceased to
be a member; and

(C) Within ten years of the date that S
ceased to be a member, there is a reimpor-
tation event. For this purpose, a reimporta-
tion event is any event after which a dupli-
cating item is a reimported item. A reim-
ported item is any duplicating item that is
reflected in the attributes of any member
of the selling group, including S, or, if not
reflected in the attributes, would be prop-
erly taken into account by any member of
the selling group (for example as the result
of a carryback).

(ii) Effect of application. Immediately
before the time that a reimported item (or
any portion of a reimported item) would
be properly taken into account (but for the
application of this paragraph (g)(3)), such
item (or such portion of the item) is re-
duced to zero and no deduction or loss is
allowed, directly or indirectly, with respect
to that item.

(iii) Operating rules. For purposes of
this paragraph (g)(3)—

(A) The terms member, subsidiary, and
group include their predecessors and suc-
cessors to the extent necessary to effectu-
ate the purposes of this section; and

(B) The reduction of a reimported item
(other than duplicating items that are car-
ried back to a consolidated return year of
the selling group) is a noncapital, non-
deductible expense within the meaning of
§1.1502–32(b)(3)(iii).

* * * * *
(6) General anti-avoidance rule. If a

taxpayer acts with a view to avoid the pur-
poses of this section, appropriate adjust-
ments will be made to carry out the pur-
poses of this section.

(h) Application of other rules of law.
See §1.1502–80(a) regarding the general
applicability of other rules of law.

* * * * *
(j) Effective/applicability dates. This

section applies with respect to stock trans-
fers, deconsolidations of subsidiaries, de-
terminations of worthlessness, and stock
dispositions on or after September 17,
2008. For prior law, see §§1.1502–35 and
1.1502–35T as contained in 26 CFR part
1 in effect on April 1, 2008.

§1.1502–35T [Removed]

Par. 17. Section 1.1502–35T is re-
moved.

Par. 18. Section 1.1502–36 is added to
read as follows:

§1.1502–36 Unified loss rule.

(a) In general—(1) Scope. This sec-
tion provides rules for adjusting members’
bases in stock of a subsidiary (S) and for
reducing S’s attributes when a member
(M) transfers a loss share of S stock. See
paragraph (f) of this section for definitions
of the terms used in this section, including
transfer and value.

(2) Purpose. The rules in this section
have two principal purposes. The first
is to prevent the consolidated return pro-
visions from reducing a group’s consoli-
dated taxable income through the creation
and recognition of noneconomic loss on S
stock. The second is to prevent members
(including former members) of the group
from collectively obtaining more than one
tax benefit from a single economic loss.
Additional purposes are set forth in other
paragraphs of this section. The rules of this
section must be interpreted and applied in a
manner that is consistent with and reason-
ably carries out the purposes of this sec-
tion.
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(3) Overview—(i) General applica-
tion of section. This section applies when
M transfers a share of S stock and, af-
ter taking into account the effects of all
applicable rules of law (even if the adjust-
ments required by such provisions are not
deemed effective until after the transfer,
such as certain adjustments required under
sections 108 and 1017 and §1.1502–28),
the share is a loss share. When this sec-
tion applies, paragraph (b) of this section
applies first and may redetermine mem-
bers’ bases in their shares of S stock. If
the transferred share is a loss share after
any basis redetermination under paragraph
(b) of this section, paragraph (c) of this
section applies and may reduce M’s basis
in the transferred loss share. If the trans-
ferred share is a loss share after any basis
reduction required by paragraph (c) of
this section, paragraph (d) of this section
applies and may reduce attributes of S
and subsidiaries that are lower-tier to S.
Although the determination of whether
there is a transfer of a loss share is made
as of the transfer, this section applies,
and any adjustments it requires are given
effect, immediately before the transfer.
Paragraphs (e), (f), and (g) of this section
provide general operating rules (includ-
ing rules for transfers of S stock between
members), definitions, and an anti-abuse
rule, respectively.

(ii) Stock of multiple subsidiaries trans-
ferred in the transaction—(A) Initial ap-
plication of section to transferred shares in
lowest tier. If shares of stock of more than
one subsidiary are transferred in a transac-
tion, the application of this section begins
at the lowest tier. If no transferred shares
of stock of the lowest-tier subsidiary (S2)
are loss shares, any gain recognized with
respect to the S2 shares immediately tiers
up and adjusts members’ bases in sub-
sidiary stock under §1.1502–32. However,
if any of the transferred S2 shares are loss
shares, paragraph (b) of this section ap-
plies with respect to those shares. If, af-
ter the application of paragraph (b) of this
section, any transferred S2 shares are still
loss shares, paragraph (c) of this section
applies with respect to those shares. If, af-
ter the application of paragraph (c) of this
section, any transferred S2 shares are still
loss shares and P makes an election un-
der paragraph (d)(6) of this section with
respect to those S2 shares, then paragraph
(d) of this section applies with respect to

those shares, but only to the extent neces-
sary to give effect to the election. After
taking into account the effects of any ad-
justments required by this initial applica-
tion of this section, recognized gain or loss
is computed on all transferred S2 shares.
Any adjustments under paragraph (b) or
(c) of this section, the effect of any elec-
tion under paragraph (d)(6) of this section,
any gain or loss recognized on the trans-
ferred S2 shares (whether allowed or dis-
allowed), and any other related or result-
ing adjustments then tier-up and apply to
adjust members’ bases in subsidiary stock
under §1.1502–32.

(B) Initial application of section to
transferred shares in higher tiers. Af-
ter taking into account the effects of
any adjustments described in paragraph
(a)(3)(ii)(A) of this section, transferred
shares in the next higher tier, and then in
each next higher tier successively, other
than the transferred loss shares at the high-
est tier, are treated in the manner described
in paragraph (a)(3)(ii)(A) of this section.

(C) Application of section to transferred
shares in highest tier. After paragraphs (b)
and (c) of this section, and, to the extent
necessary to give effect to any election un-
der paragraph (d)(6) of this section, para-
graph (d) of this section, have been applied
to or with respect to all lower-tier trans-
ferred loss shares, and after all lower-tier
adjustments have been taken into account
(whether resulting from the application of
paragraph (b) or (c) of this section, an elec-
tion under paragraph (d)(6) of this section,
the recognition of gain or loss on a transfer,
or otherwise), paragraphs (b), then (c), and
then (d) of this section apply with respect
to the highest-tier shares that are trans-
ferred loss shares.

(D) Final application of section to
transferred shares in lower tiers. After
paragraph (d) of this section has been
applied with respect to transferred loss
shares in the highest tier, it is applied with
respect to transferred shares in each next
lower tier, successively, to the extent such
shares are loss shares after the application
of paragraph (d) of this section.

(4) Other rules of law and coordination
with deferral and disallowance provisions.
In general, this section applies and has ef-
fect immediately upon the transfer of a loss
share even if the loss is deferred, disal-
lowed, or otherwise not taken into account
under any other applicable rules of law.

However, see paragraph (e)(3) of this sec-
tion for special rules applicable to shares
of S stock transferred in an intercompany
transaction. See section §1.1502–80(a) for
the general applicability of other rules of
law and a limitation on duplicative adjust-
ments.

(5) Nomenclature, factual assumptions
adopted in this section. Unless otherwise
stated, for purposes of this section, the fol-
lowing nomenclature and assumptions are
adopted. P is the common parent of a con-
solidated group of which S, M, and M1
are members. X is not a member of the P
group. If a corporation has preferred stock
outstanding, it is stock described in sec-
tion 1504(a)(4). The examples set forth the
only facts, elections, and activities relevant
to the example. All transactions are be-
tween unrelated persons and are indepen-
dent of each other. Tax liabilities and their
effect, and the application of any other loss
disallowance or deferral provisions of the
Internal Revenue Code (Code) or regula-
tions, including but not limited to section
267, are disregarded. All persons report on
a calendar year basis and use the accrual
method of accounting. All parties comply
with filing and other requirements of this
section and all other provisions of the Code
and regulations.

(b) Basis redetermination to reduce dis-
parity—(1) In general—(i) Purpose and
scope. The rules of this paragraph (b) re-
duce the extent to which there is dispar-
ity in members’ bases in shares of S stock.
These rules supplement the operation of
the investment adjustment system; their
purpose is to prevent the realization of
noneconomic loss and facilitate the elim-
ination of duplicated loss when members
hold S shares with disparate bases. The
rules of this paragraph (b) only reallocate
investment adjustments previously applied
to members’ bases in shares of S stock,
thus they do not alter the aggregate amount
of basis in shares of S stock held by mem-
bers or the aggregate amount of investment
adjustments applied to shares of S stock.

(ii) Special rules for applicability of re-
determination rule. Notwithstanding the
general rule in paragraph (b)(2) of this sec-
tion, members’ bases in shares of S stock
are not redetermined under this paragraph
(b) if—

(A) There is no disparity among mem-
bers’ bases in shares of S common stock
and no member owns a share of S preferred
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stock with respect to which there is unrec-
ognized gain or loss; or

(B) All the shares of S stock held by
members are transferred to one or more
nonmembers, become worthless under
section 165 (taking into account the provi-
sions of §1.1502–80(c)), or a combination
thereof, in one fully taxable transaction.
However, in such a case, P may elect to
redetermine such bases under this para-
graph (b). Such an election is made in
the manner provided in paragraph (e)(5)
of this section. If stock of more than one
subsidiary is transferred in the transaction,
the election may be made with respect to
one or more of such subsidiaries.

(iii) Investment adjustment. For
purposes of this paragraph (b), the
term investment adjustment includes
adjustments specially allocated un-
der §1.1502–32(c)(1)(ii)(B) and re-
maining adjustments described in
§1.1502–32(c)(1)(iii). In applying any
provision of this section, the term includes
all such adjustments reflected in the basis
of the share as of the application of the
provision, whether originally allocated
under §1.1502–32 or otherwise. The term
therefore includes adjustments previously
reallocated to the share, and it does not in-
clude adjustments previously reallocated
from the share, whether pursuant to this
section or any other provision of law. It
also includes the proportionate amount of
adjustments reflected in the exchanged ba-
sis of a share, such as the basis determined
under section 358 in connection with a
reorganization or a transaction qualifying
under section 355.

(2) Basis redetermination rule. If M
transfers a loss share of S stock, all mem-
bers’ bases in all their shares of S stock are
subject to redetermination under this para-
graph (b). The determination of whether
a share is a loss share is made as of the
transfer, taking into account the effects of
all applicable rules of law. The redetermi-
nations are made immediately before ap-
plying paragraph (c) of this section and in
accordance with the following:

(i) Decreasing the bases of transferred
loss shares—(A) Removing positive in-
vestment adjustments from transferred loss
shares of common stock. M’s basis in each
of its transferred loss shares of S common
stock is first reduced, but not below value,
by removing positive investment adjust-
ments previously applied to the basis of

the share. The positive investment ad-
justments removed from transferred loss
shares of S common stock are reallocated
under paragraph (b)(2)(ii) of this section
after negative investment adjustments are
reallocated under paragraph (b)(2)(i)(B)
of this section.

(B) Reallocating negative investment
adjustments from shares of S common
stock. If a transferred share is still a loss
share after applying paragraph (b)(2)(i)(A)
of this section, M’s basis in the share is
reduced, but not below value, by reallocat-
ing negative investment adjustments to the
transferred loss share (whether common
or preferred stock) from members’ shares
of S common stock that are not transferred
loss shares. The adjustments reallocated
under this paragraph (b)(2)(i)(B) are re-
allocated and applied first to M’s bases
in transferred loss shares of S preferred
stock and then to M’s bases in transferred
loss shares of S common stock. Realloca-
tions under this paragraph (b)(2)(i)(B) are
made in a manner that, to the greatest ex-
tent possible, reduces the disparity among
members’ bases in all transferred loss
shares of S preferred stock, and reduces
the disparity among members’ bases in all
shares of S common stock.

(ii) Increasing the bases of gain pre-
ferred and all common shares—(A) Pre-
ferred stock. After the application of para-
graph (b)(2)(i) of this section, the posi-
tive investment adjustments removed from
transferred loss shares of S common stock
under paragraph (b)(2)(i)(A) of this sec-
tion are reallocated and applied to increase,
but not above value, members’ bases in
shares of S preferred stock (without regard
to whether such shares are transferred in
the transaction). Reallocations under this
paragraph (b)(2)(ii)(A) are made in a man-
ner that, to the greatest extent possible, re-
duces the disparity among members’ bases
in all shares of S preferred stock.

(B) Common stock. Any positive in-
vestment adjustments removed from trans-
ferred loss shares of S common stock un-
der paragraph (b)(2)(i)(A) of this section
and not reallocated and applied to S pre-
ferred shares are reallocated and applied
to increase members’ bases in shares of S
common stock. Reallocations are made to
shares of S common stock without regard
to whether a particular share is a loss share
or a transferred share, and without regard
to the share’s value. Reallocations under

this paragraph (b)(2)(ii)(B) are made in a
manner that, to the greatest extent possi-
ble, reduces the disparity among members’
bases in all shares of S common stock.

(iii) Operating rules—(A) Method. In
general, reallocations should be made first
with respect to the earliest available ad-
justments. However, the overall applica-
tion of this paragraph (b) to a transaction
must be made in a manner that, to the great-
est extent possible, reduces basis disparity
(as provided in paragraphs (b)(2)(i)(B) and
(b)(2)(ii) of this section). The specific re-
allocation of an investment adjustment un-
der this paragraph (b) may be made using
any reasonable method or formula that is
consistent with the provisions of this para-
graph (b)(2) and furthers the purposes of
this section.

(B) Limits on reallocation—(1) Re-
striction to members’ outstanding shares.
Investment adjustments can only be reallo-
cated to shares that were held by members
at the time the adjustment was originally
applied.

(2) Limitation by prior use—(i) In
general. In order to prevent the reallo-
cation of investment adjustments from
either increasing or decreasing members’
aggregate bases in subsidiary stock, no in-
vestment adjustment (positive or negative)
may be reallocated under this paragraph
(b)(2) to the extent that it was (or would
have been) used prior to the time that it
would otherwise be reallocated under this
paragraph (b)(2). For this purpose, an in-
vestment adjustment was used (or would
have been used) to the extent that it was
reflected in (or would have been reflected
in) the basis of a share of subsidiary stock
and the basis of that share has already been
taken into account, directly or indirectly,
in determining income, gain, deduction,
or loss (including by affecting the appli-
cation of this section to a prior transfer
of subsidiary stock) or in determining the
basis of any property that is not subject
to §1.1502–32. However, if the prior use
was in an intercompany transaction, an in-
vestment adjustment may be reallocated to
the extent that §1.1502–13 has prevented
the gain or loss on the transaction from
being taken into account. (In that case,
appropriate adjustments must be made
to the intercompany item from the prior
intercompany transaction that has not yet
been taken into account.) Further, if an
investment adjustment was reflected in (or
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would have been reflected in) the basis of
a share that has been taken into account,
the limitation on reallocation under this
paragraph (b)(2)(iii)(B)(2) does not apply
to the extent the basis of that share would
not change as a result of the reallocation
(for example, because the reallocation is
between shares that are both lower-tier to
the share with the previously used basis).
See §1.1502–32(c)(1)(ii)(B) regarding
special allocations applicable to the tier-up
of the reallocated investment adjustment
if the reallocation is limited under this
paragraph (b)(2)(iii)(B)(2) due to prior use
at a higher tier.

(ii) Example. The application of this
paragraph (b)(2)(iii)(B)(2) is illustrated by
the following example:

Example. (i) Facts. P owns all 20 shares of M
stock, and 10 shares of S stock. M owns the remain-
ing 10 shares of S stock. In year 1, S recognizes $200
of income that results in a $10 positive investment ad-
justment being allocated to each share of S stock. The
group does not recognize any other items. The $100
positive adjustment to M’s basis in the S stock tiers
up, and results in a $5 positive adjustment to each
share of M stock. In year 2, P sells one share of M
stock and recognizes a gain. In year 3, M sells one
loss share of S stock, and this paragraph (b) applies
and requires a reallocation of the year 1 positive in-
vestment adjustment applied to the basis of the trans-
ferred S share.

(ii) Application of limitation by prior use. M’s
basis in the transferred loss share of S stock reflects
a $10 positive investment adjustment attributable to
S’s year 1 income. Under the general rule of this
paragraph (b), that $10 would be subject to reallo-
cation to reduce basis disparity. However, that $10
adjustment had originally tiered up to adjust P’s ba-
sis in its M shares and, as a result, $.50 of that ad-
justment was reflected in P’s basis in each share of
M stock. When P sold the share of M stock, the ba-
sis of that share (which included the tiered-up $.50)
was used in determining the gain on the sale. Thus,
$.50 of the $10 investment adjustment originally al-
located to the transferred S share that tiered-up to the
sold M share was previously used and, as such, can-
not be reallocated in a manner that would (if it were
the original allocation) affect the basis of the sold M
share. Accordingly, no more than $9.50 of the adjust-
ment to M’s transferred S share could be reallocated
to P’s shares of S stock. If so, under the special allo-
cation rule in §1.1502–32(c)(1)(ii)(B), the tier-up of
this $9.50 would only be allocated among P’s remain-
ing 19 shares of M stock. Alternatively, all $10 of
the investment adjustment could be reallocated to M’s
other S shares (because the tier-up to P’s M shares
would have been the same regardless which of M’s
shares of S stock were adjusted).

(iii) Application of limitation where adjustment
would have been used. The facts are the same as in
paragraph (i) of this Example except that M does not
sell any shares of S stock and, in year 3, P sells a loss
share of S stock. As in paragraph (i) of this Exam-
ple, when P sold the share of M stock, the basis of
that share was used in determining the gain on the

share. When P sells the loss share of S stock, the
$10 positive investment adjustment from S’s year 1
income cannot be reallocated in a manner that would
(if it were the original adjustment) affect the basis of
the sold M share. If this $10 positive investment ad-
justment had originally been allocated to the S shares
held by M, $.50 of the $10 investment adjustment
would have tiered up to the M share that P sold,
would have been reflected in P’s basis in that M share,
and would have been used in determining P’s gain
or loss on the sale. Accordingly, up to $9.50 of the
$10 investment adjustment applied to the basis of
P’s transferred S share could be reallocated to M’s
shares of S stock. If so, under the special alloca-
tion rule in §1.1502–32(c)(1)(ii)(B), the tier-up of this
$9.50 would only be allocated among P’s remaining
19 shares of M stock. Alternatively, all $10 of the in-
vestment adjustment could be reallocated to P’s other
S shares.

(3) Examples. The general application of this
paragraph (b) is illustrated by the following exam-
ples:

Example 1. Transfer of stock received in sec-
tion 351 exchange. (i) Redetermination to prevent
noneconomic loss. (A) Facts. For many years, M has
owned two assets, Asset 1 and Asset 2. On January 1,
year 1, M receives the only four outstanding shares of
S common stock (Block 1 shares) in exchange for As-
set 1, which has a basis and value of $80. Section 351
applies to the exchange and, therefore, under section
358, M’s aggregate basis in the Block 1 shares is $80
($20 per share). On July 1, year 2, M receives another
share of S common stock (Block 2 share) in exchange
for Asset 2, which has a basis of $0 and value of $20.
Section 351 applies to this exchange and, under sec-
tion 358, M’s basis in the Block 2 share is $0. On
October 1, year 3, S sells Asset 2 for $20, recogniz-
ing a $20 gain. On December 31, year 3, M sells one
of its Block 1 shares to X for $20. After taking into
account the effects of all applicable rules of law, M’s
basis in each Block 1 share is $24 (M’s original $20
basis increased under §1.1502–32 by $4, the share’s
allocable portion of the $20 gain recognized on the
sale of Asset 2). In addition, M’s basis in its Block
2 share is $4 (M’s original $0 basis increased under
§1.1502–32 by $4 (the share’s allocable portion of the
$20 gain recognized on the sale of Asset 2)). M’s sale
of the Block 1 share is a transfer of a loss share and
therefore subject to this section.

(B) Basis redetermination under this paragraph
(b). Under this paragraph (b), M’s bases in all its
shares of S stock are subject to redetermination. First,
paragraph (b)(2)(i)(A) of this section applies to re-
duce M’s basis in the transferred loss share, but not
below value, by removing positive investment adjust-
ments applied to the basis of the share. Accordingly,
M’s basis in the transferred Block 1 share is reduced
by $4 (the amount of the positive investment adjust-
ment applied to the share), from $24 to $20. Even if
there were negative investment adjustments applied
to adjust the bases of nontransferred common shares,
no further reduction to the basis of the share would
be required under this paragraph (b) because the ba-
sis of the transferred share is then equal to the share’s
value. Under paragraph (b)(2)(ii)(B) of this section,
the positive investment adjustment removed from the
transferred loss share is reallocated and applied to in-
crease M’s bases in its S common shares in a manner
that reduces disparity in M’s bases in all the S com-

mon shares, to the greatest extent possible. Accord-
ingly, the $4 positive investment adjustment removed
from the Block 1 share is reallocated and applied to
the basis of the Block 2 share, increasing it from $4
to $8.

(C) Application of paragraphs (c) and (d) of this
section. Because M’s sale of the Block 1 share is not
a transfer of a loss share after the application of this
paragraph (b), neither paragraph (c) of this section nor
paragraph (d) of this section applies to the transfer.

(ii) Redetermination to eliminate duplicated loss.
(A) Facts. The facts are the same as in paragraph
(i)(A) of this Example 1, except that, at the time of
the second contribution, the value of Asset 1 had de-
clined to $20 and so, instead of contributing Asset 2,
M contributed Asset 3 to S in exchange for the Block
2 share. At the time of that exchange, Asset 3 had
a basis and value of $5. On October 1, year 3, S
sells Asset 1 for $20, recognizing a $60 loss that is
absorbed by the group. On December 31, year 3, M
sells one of its Block 1 shares to X for $5. After taking
into account the effects of all applicable rules of law,
M’s basis in each Block 1 share is $8 (M’s original
$20 basis decreased under §1.1502–32 by $12 (the
share’s allocable portion of the $60 loss recognized
on the sale of Asset 1)). M’s basis in its Block 2 share
is an excess loss account of $7 (M’s original basis of
$5 reduced under §1.1502–32 by $12, the share’s al-
locable portion of the loss recognized on the sale of
Asset 1). M’s sale of the Block 1 share is a transfer
of a loss share and therefore subject to this section.

(B) Basis redetermination under this paragraph
(b). Under this paragraph (b), M’s bases in all its
shares of S stock are subject to redetermination.
There are no positive investment adjustments and so
there is no adjustment under paragraph (b)(2)(i)(A) of
this section. However, under paragraph (b)(2)(i)(B)
of this section, M’s basis in the transferred Block 1
share is reduced, but not below value, by reallocat-
ing negative investment adjustments from common
shares that are not transferred loss shares. In total,
there were $48 of negative investment adjustments
applied to common shares that are not transferred loss
shares. Accordingly, M’s basis in the Block 1 share
is reduced by $3, from $8 to its value of $5. Under
paragraph (b)(2)(i)(B) of this section, the negative
investment adjustments applied to the transferred
share are reallocated from (and therefore cause an
increase in the basis of) S common shares that are
not transferred loss shares in a manner that reduces
disparity among members’ bases in all S common
shares to the greatest extent possible. Accordingly,
the $3 negative investment adjustment reallocated
and applied to the transferred Block 1 share is real-
located entirely from the Block 2 share, increasing
the basis in the Block 2 share from an excess loss
account of $7 to an excess loss account of $4.

(C) Application of paragraphs (c) and (d) of this
section. Because M’s sale of the Block 1 share is not
a transfer of a loss share after the application of this
paragraph (b), neither paragraph (c) of this section nor
paragraph (d) of this section applies to the transfer.

(iii) Nonapplicability of redetermination rule to
sale of entire interest. The facts are the same as in
paragraph (ii)(A) of this Example 1, except that, on
December 31, year 3, M sells all its shares of S stock
to X for $25. M’s sale of the S stock to X is a trans-
fer of all of the shares of S stock held by members to
one or more nonmembers in one fully taxable trans-
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action and, therefore, basis is not redetermined under
this paragraph (b). Accordingly, the sale of the Block
1 shares remains a transfer of loss shares and, as such,
subject to paragraphs (c) and (d) of this section. How-
ever, paragraphs (c)(7) and (d)(3)(i)(A) of this section
apply netting principles to prevent adjustments under
either paragraph (c) or paragraph (d) of this section,
respectively. Alternatively, the group could elect to
apply this paragraph (b). In that case, the $12 nega-
tive adjustment applied to the Block 2 shares would
be reallocated to the Block 1 shares with the result
that there would be no loss (or gain) on any of the
transferred shares following the application of this
paragraph (b). In that case, there would be no fur-
ther application of this section to the transfer.

(iv) Transfer of entire interest, partially taxable.
The facts are the same as in paragraph (iii) of this
Example 1, except that, instead of selling the Block 2
share to X, M contributes the share to a nonmember
in a section 351 exchange that is part of the same
transaction. Although all the S shares held by mem-
bers are transferred in the transaction, not all the
shares are transferred to one or more nonmembers in
one fully taxable transaction. Therefore, paragraph
(b)(1)(ii)(B) of this section does not apply and M
must redetermine its bases in its shares of S stock
under this paragraph (b). In total, there were $12 of
negative investment adjustments applied to common
shares that are not transferred loss shares (the Block
2 share, a gain share). Accordingly, M’s basis in
each of the Block 1 shares is reduced by $3, from
$8 to its value of $5. Under paragraph (b)(2)(i)(B)
of this section, the negative investment adjustments
applied to the transferred shares are reallocated from
(and therefore cause an increase in the basis of) S
shares that are not transferred loss shares in a manner
that reduces disparity among members’ bases in all
S common shares to the greatest extent possible.
Accordingly, the $12 negative investment adjustment
reallocated and applied to the transferred Block 1
shares is reallocated entirely from the Block 2 share,
increasing the basis in the Block 2 share from an
excess loss account of $7 to a basis of $5. Because
M’s transfer is not a transfer of loss shares after the
application of this paragraph (b), neither paragraph
(c) of this section nor paragraph (d) of this section
applies to the transfer.

Example 2. Redetermination increases basis of
transferred loss share. (i) Facts. On January 1, year
1, M owns all 10 outstanding shares of S common
stock. Five of the shares have a basis of $20 per share
(Block 1 shares) and five of the shares have a basis of
$10 per share (Block 2 shares). S’s only asset, Asset
1, has a basis of $50. S has no other attributes. On
October 1, year 1, S sells Asset 1 for $100, recog-
nizing a $50 gain. On December 31, year 2, M sells
one Block 1 share and one Block 2 share to X for
$10 per share. After taking into account the effects
of all applicable rules of law, M’s basis in each Block
1 share is $25 (M’s original $20 basis increased under
§1.1502–32 by $5, the share’s allocable portion of the
$50 gain recognized on the sale of Asset 1), and M’s
basis in each Block 2 share is $15 (M’s original $10
basis increased under §1.1502–32 by $5, the share’s
allocable portion of the $50 gain recognized on the
sale of Asset 1). M’s sale of the Block 1 and Block
2 shares is a transfer of loss shares and therefore sub-
ject to this section.

(ii) Basis redetermination under this paragraph
(b). Under this paragraph (b), M’s bases in all its
shares of S stock are subject to redetermination. First,
paragraph (b)(2)(i)(A) of this section applies to re-
duce M’s basis in the transferred Block 1 and Block
2 shares, but not below value, by removing the pos-
itive investment adjustments applied to the bases of
the transferred loss shares. Accordingly, the basis of
the transferred Block 1 share is reduced by $5, from
$25 to $20. The basis of the transferred Block 2 share
is also reduced by $5, from $15 to $10. (Although the
transferred Block 1 share is still a loss share, there is
no reduction to its basis under paragraph (b)(2)(i)(B)
of this section because there were no negative invest-
ment adjustments applied to the bases of the S com-
mon shares that are not transferred loss shares.) Next,
paragraph (b)(2)(ii)(B) of this section applies to real-
locate and apply the $10 of positive investment ad-
justments removed from the transferred loss shares
to increase M’s bases in its S common shares in a
manner that reduces the disparity in its bases in all
S common shares to the greatest extent possible. Ac-
cordingly, of the $10 of positive investment adjust-
ments to be reallocated, $6 is reallocated and applied
to the basis of the transferred Block 2 share (increas-
ing it from $10 to $16) and $4 is reallocated and ap-
plied equally to the basis of each of the four retained
Block 2 shares (increasing the basis of each from $15
to $16). After giving effect to the reallocations under
this paragraph (b), M’s basis in each retained Block
1 share is $25, M’s basis in the transferred Block 1
share is $20, and M’s basis in each Block 2 share is
$16.

(iii) Application of paragraph (c) of this section.
After the application of this paragraph (b), M’s sale
of the Block 1 and Block 2 shares is still a transfer of
loss shares and, accordingly, subject to paragraph (c)
of this section. No adjustment is required to the basis
of the transferred Block 1 share under paragraph (c)
of this section because, after its basis is redetermined
under this paragraph (b), the net positive adjustment
to the basis of the share is $0. See paragraph (c)(3)
of this section. However, under paragraph (c) of this
section M’s basis in the transferred Block 2 share is
reduced by $6 (the lesser of its net positive adjust-
ment, $6, and its disconformity amount, $6), from
$16 to $10, its value. See paragraph (c)(2) of this
section.

(iv) Application of paragraph (d) of this section.
After the application of paragraph (c) of this section,
M’s sale of the Block 1 share is still a transfer of a
loss share and, accordingly, subject to paragraph (d)
of this section. No adjustment is required under para-
graph (d) of this section because there is no aggregate
inside loss. See paragraph (d)(3)(iii) of this section.
Because M’s sale of the Block 2 share is no longer a
transfer of a loss share after the application of para-
graph (c) of this section, paragraph (d) of this section
does not apply to the transfer of the Block 2 share.

Example 3. Tiered subsidiaries. (i) Transfer of
all shares of common stock. (A) Facts. P owns the
sole outstanding share of S stock with a basis of $100,
and the sole outstanding share of M stock with a ba-
sis of $300. M has $200 and owns an asset with a
basis of $0. S owns one asset, Asset 1, with a ba-
sis of $100. At a time when Asset 1 has a value of
$200, S issues a second share of common stock to M
in exchange for $200. Later S sells Asset 1 for $200,
recognizing a $100 gain. After taking into account

the effects of all applicable rules of law, P’s basis in
its S stock is $150 (P’s original $100 basis increased
under §1.1502–32 by $50, the share’s allocable por-
tion of the $100 gain recognized on the sale of Asset
1), M’s basis in its S stock is $250 (M’s original $200
basis increased under §1.1502–32 by $50, the share’s
allocable portion of the $100 gain recognized on the
sale of Asset 1), and P’s basis in its M stock is $350
(P’s original $300 basis increased under §1.1502–32
by $50, the tier-up of M’s increase in its basis in its
S stock). P then sells its M share and its S share
to X for $300 and $200, respectively. M and S are
not members of the same consolidated group imme-
diately after the sale. Therefore, the M share and both
of the S shares are transferred in the transaction. Re-
garding P’s sale of its share of S stock and its share
of M stock, see paragraph (f)(10)(i)(A) of this sec-
tion (ceasing to own a share in a taxable transaction)
and paragraph (f)(10)(i)(C) of this section (nonmem-
ber acquires share); regarding M’s share of S stock,
see paragraph (f)(10)(i)(B) of this section (ceasing to
be members of the same group). The application of
this section begins with respect to the stock of S, the
subsidiary at the lowest tier in which there is a trans-
fer of subsidiary stock. See paragraph (a)(3)(ii) of
this section. Although both P and M transfer their S
shares, only M’s S share is a loss share. Thus, only
M’s transfer is a transfer of a loss share of S stock and
only M’s transfer is subject to this section.

(B) Application of section to transferred S shares.
Although only M’s transfer is subject to this section,
all members’ bases in their shares of S stock are sub-
ject to redetermination under this paragraph (b). First,
paragraph (b)(2)(i)(A) of this section applies to re-
duce M’s basis in its transferred S share, but not be-
low value, by removing the positive investment ad-
justment applied to that share. Accordingly, the basis
of M’s S share is reduced by $50, from $250 to $200
(under §1.1502–32, that redetermination adjustment
tiers up to reduce P’s basis in its M stock by $50, from
$350 to $300). Because there are no negative ad-
justments to reallocate under paragraph (b)(2)(i)(B)
of this section, paragraph (b)(2)(ii)(B) of this section
then applies to reallocate and apply the $50 positive
investment adjustment removed from the transferred
loss S share to increase P’s basis in its S share in a
manner that reduces disparity among members’ bases
in all S common shares to the greatest extent possi-
ble. Accordingly, all $50 of the positive investment
adjustment is reallocated and applied to P’s basis in
its S share (increasing the basis from $150 to $200).
Because M’s transfer of its S share is not a transfer of
a loss share after the application of this paragraph (b),
neither paragraph (c) of this section nor paragraph (d)
of this section applies to that transfer.

(C) Application of section to transfers at next
higher tier. After the adjustments to M’s share of
S stock are given effect, P’s transfer of its share of
M stock is not a transfer of a loss share and so this
section does not apply to that transfer.

(D) Result of application of section. After the ap-
plication of this section, P recognizes no gain or loss
on its sale of either the S share or the M share. In ad-
dition, the unrecognized (noneconomic) loss in M’s
basis in its S share is eliminated. The results would
be the same if, in addition to the facts in paragraph
(i)(A) of this Example 3, M transferred its S share to
X in a fully taxable transaction and, as permitted un-
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der paragraph (b)(1)(ii)(B) of this section, P elected
to redetermine basis under this paragraph (b).

(ii) Transfer of less than all lower-tier shares of
stock. (A) Facts. The facts are the same as in para-
graph (i)(A) of this Example 1, except that M and S
are members of the same consolidated group imme-
diately after the sale. Therefore, in this case, M’s S
share is not transferred and so this section has no ap-
plication with respect to M’s S share. P’s transfer of
its S share is not a transfer of a loss share and so is
also not subject to this section. However, P’s sale of
its share of M stock is a transfer of a loss share and is
subject to this section.

(B) Basis redetermination under this paragraph
(b). Although P’s transfer of its share of M stock is
subject to this section, this paragraph (b) does not ap-

ply to the transfer because there is only one share of
M stock outstanding (and so there can be no disparity
among members’ bases in common shares and there
are no outstanding preferred shares with respect to
which there can be unrecognized gain or loss). Ac-
cordingly, after the application of this paragraph (b),
P’s sale of its M share is still a transfer of a loss share
and therefore subject to paragraph (c) of this section.

(C) Application of paragraphs (c) and (d) of this
section. Under paragraph (c) of this section, P must
reduce its basis in its M share by $50, the lesser of its
net positive adjustment ($50, see paragraph (c)(3) of
this section) and its disconformity amount ($150, see
paragraphs (c)(4), (c)(5), and (c)(6) of this section).
As a result, the share is no longer a loss share and the
transfer is not subject to paragraph (d) of this section.

(D) Result of application of section. After the
application of this section, P recognizes a $50 gain on
its sale of the S share and no loss on its sale of the M
share. Although there is unrecognized loss preserved
in M’s basis in its S share, if M later transfers the share
when it is a loss share, that transfer will be subject to
this section.

Example 4. Application to outstanding common
and preferred shares. (i) Facts. P owns all the stock
of M and all eight outstanding shares of S common
stock. S also has two shares of nonvoting preferred
stock outstanding; the preferred shares each have a
$100 annual, cumulative preference as to dividends.
M owns one of the preferred shares (PS1) and P owns
the other (PS2). On January 1, year 1, the bases and
values of the outstanding S shares are:

Preferred Common

PS1
(M)

PS2
(P)

CS1
(P)

CS2
(P)

CS3
(P)

CS4
(P)

CS5
(P)

CS6
(P)

CS7
(P)

CS8
(P)

Basis 1250 990 1025 710 550 400 375 250 215 100

Value 1000 1000 375 375 375 375 375 375 375 375

(A) As of January 1, year 1, there are no ar-
rearages on the preferred stock. In year 1, S has a
$1100 capital loss and $100 of ordinary income. The
group absorbs the loss and the negative remaining
adjustment of $1000 is allocable entirely to the com-
mon stock, equally to each common share ($125 per
share). See §1.1502–32(c)(1)(iii) and (c)(2).

(B) In year 2, S has $700 of ordinary income
and a $100 ordinary loss. Also, on October 1, year

2, S declares and makes a $200 dividend distribu-
tion with respect to the preferred stock ($100 per
share). Under §1.1502–32(c)(1)(i), a negative adjust-
ment of $100 is first allocated to each of the preferred
shares to reflect the declaration of the dividend. The
$600 positive remaining adjustment determined un-
der §1.1502–32(c)(1)(iii) (reflecting S’s net income
reduced by the distribution) is then allocated to each
of the preferred shares to the extent of its entitlement

to dividends accruing in year 1 and year 2 ($200 per
share). See §1.1502–32(c)(1)(iii) and (c)(3). The
$200 of the positive remaining adjustment not allo-
cated to the preferred shares is then allocated to the
common stock, equally to each common share ($25
per share). See §1.1502–32(c)(1)(iii) and (c)(2). Af-
ter taking into account the effects of all applicable
rules of law, the adjusted bases and the values of the
shares as of January 1, year 3, are:

Preferred Common

PS1
(M)

PS2
(P)

CS1
(P)

CS2
(P)

CS3
(P)

CS4
(P)

CS5
(P)

CS6
(P)

CS7
(P)

CS8
(P)

Basis 1250 990 1025 710 550 400 375 250 215 100

Year 1 §1.1502–32
adjustments

N/A N/A -125 -125 -125 -125 -125 -125 -125 -125

Year 2 §1.1502–32
adjustments

-100
+200
+100

-100
+200
+100

+25 +25 +25 +25 +25 +25 +25 +25

Adjusted basis 1350 1090 925 610 450 300 275 150 115 0

Value 1100 1100 275 275 275 275 275 275 275 275

Unrecognized gain/(loss) (250) 10 (650) (335) (175) (25) 0 125 160 275

(C) On January 1, year 3, M sells PS1 for $1100
and P sells CS2 for $275. The sales of PS1 and CS2
are transfers of loss shares and therefore subject to
this section.

(ii) Basis redetermination under this paragraph
(b). Under this paragraph (b), all members’ bases
in shares of S stock are subject to redetermination in
accordance with the following:

(A) Removing positive investment adjustments
from transferred loss common shares. First, para-
graph (b)(2)(i)(A) of this section applies to reduce
P’s basis in CS2, but not below value, by removing
the positive investment adjustment applied to the
basis of the share. Accordingly, P’s basis in CS2 is
reduced by $25, from $610 to $585.

(B) Reallocating negative investment adjust-
ments from common shares that are not transferred
loss shares. Because the transferred shares remain
loss shares after the removal of positive investment
adjustments, their bases are further reduced un-
der paragraph (b)(2)(i)(B) of this section, but not
below value, by reallocating negative investment
adjustments applied to common shares that are not
transferred loss shares. Reallocations are made first
to preferred shares and then to the common shares,
in a manner that reduces disparity among members’
bases in transferred loss preferred shares, and reduces
disparity among members’ bases in all common
shares, to the greatest extent possible. The loss on
PS1 is $250, the remaining loss on CS2 is $310, and

the total amount of negative investment adjustments
applied to shares that are not transferred loss shares
is $875 (the sum of the negative adjustments applied
to all common shares other than CS2). Thus, $250 of
negative investment adjustments are reallocated and
applied to the basis of PS1, reducing it to the share’s
value, $1100. The negative investment adjustments
are reallocated from the common shares that are
not transferred loss shares in a manner that reduces
disparity among members’ bases in all common
shares to the greatest extent possible. The negative
investment adjustments may be reallocated to PS1
from the common shares that are not transferred
loss shares as follows: $125 from each of CS7 and
CS8. Such reallocations increase the basis of CS7 by
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$125, from $115 to $240, and increase the basis of
CS8 by $125, from $0 to $125. Negative investment
adjustments are then reallocated to CS2 from the
common shares that are not transferred loss shares
in a manner that reduces disparity among members’
bases in all common shares to the greatest extent
possible. The negative investment adjustments may
be reallocated to CS2 from the other common shares
as follows: $80 from CS4, $105 from CS5, and $125
from CS6. Such reallocations reduce the basis of
CS2 by $310, from $585 to $275, increase the basis
of CS4 by $80, from $300 to $380, increase the basis

of CS5 by $105, from $275 to $380, and increase the
basis of CS6 by $125, from $150 to $275. However,
there may be other reasonable reallocations.

(C) Increasing basis by reallocated positive in-
vestment adjustments. Under paragraph (b)(2)(ii)(A)
of this section, the $25 positive investment adjust-
ment removed from CS2 (the transferred loss com-
mon share) is then reallocated and applied to increase
the basis of preferred shares, but not above value. Ac-
cordingly, $10 of that amount is reallocated to PS2,
increasing its basis from $1090 to $1100, its value.
Under paragraph (b)(2)(ii)(B) of this section, the re-

maining $15 is reallocated and applied to the com-
mon shares in a manner that reduces disparity among
members’ bases in all common shares to the great-
est extent possible. The $15 positive investment ad-
justment that is reallocated to common shares may be
reallocated entirely to CS8, increasing its basis from
$125 to $140. However, there may be other reason-
able reallocations.

(D) Summary of the reallocation of adjustments.
The adjustments made under this paragraph (b) are:

Preferred Common

PS1
(M)

PS2
(P)

CS1
(P)

CS2
(P)

CS3
(P)

CS4
(P)

CS5
(P)

CS6
(P)

CS7
(P)

CS8
(P)

Adjusted basis before
redetermination

1350 1090 925 610 450 300 275 150 115 0

Removing positive
adjustments from
transferred loss shares

-25

Reallocating negative
adjustments

-250 -310 +80 +105 +125 +125 +125

Applying positive
adjustments removed from
transferred loss shares

+10 +15

Basis after redetermination 1100 1100 925 275 450 380 380 275 240 140

Value 1100 1100 275 275 275 275 275 275 275 275

Gain/(loss) 0 0 (650) 0 (175) (105) (105) 0 35 135

(iii) Application of paragraphs (c) and (d) of this
section. Because M’s sale of PS1 and P’s sale of CS2
are not transfers of loss shares after the application
of this paragraph (b), paragraphs (c) and (d) of this
section do not apply.

(iv) Higher-tier effects. The $250 reduc-
tion in the basis of PS1 under this paragraph
(b) is a noncapital, nondeductible expense under
§1.1502–32(b)(3)(iii)(B) that will be included in the
year 3 investment adjustment to be applied to P’s
basis in its M stock.

(c) Stock basis reduction to prevent
noneconomic loss—(1) In general. The
rules of this paragraph (c) reduce M’s
basis in a transferred share of S stock to
prevent noneconomic stock loss and thus
promote the clear reflection of the group’s
income. These rules limit the reduction
to M’s basis in the S share to the amount
of net unrealized appreciation reflected
in the share’s basis as of the transfer (the
disconformity amount). These rules also
limit the reduction to M’s basis in the S
share to the portion of the share’s basis that
is attributable to investment adjustments
made pursuant to the consolidated return
regulations.

(2) Basis reduction rule. This para-
graph (c) applies if M transfers a share of
S stock and, after taking into account the

effects of all applicable rules of law, in-
cluding any adjustments under paragraph
(b) of this section, the share is a loss share.
Under this paragraph (c), M’s basis in the
share is reduced, but not below value, by
the lesser of—

(i) The share’s net positive adjustment
(as defined in paragraph (c)(3) of this sec-
tion); and

(ii) The share’s disconformity amount
(as defined in paragraph (c)(4) of this sec-
tion).

(3) Net positive adjustment. A share’s
net positive adjustment is the greater of—

(i) Zero; and
(ii) The sum of all investment adjust-

ments reflected in the basis of the share.
The term investment adjustment has the
same meaning as in paragraph (b)(1)(iii)
of this section, except that it includes
all adjustments specially allocated under
§1.1502–32(c)(1)(ii).

(4) Disconformity amount. A share’s
disconformity amount is the excess, if any,
of—

(i) M’s basis in the share; over

(ii) The share’s allocable portion of S’s
net inside attribute amount (as defined in
paragraph (c)(5) of this section).

(5) Net inside attribute amount. S’s net
inside attribute amount is determined as of
the transfer, taking into account all appli-
cable rules of law (even if the adjustments
required by such rules are not deemed ef-
fective until after the transfer, such as cer-
tain adjustments required under sections
108 and 1017 and §1.1502–28). S’s net
inside attribute amount is the sum of S’s
net operating and capital loss carryovers,
deferred deductions, money, and basis in
assets other than money, reduced by the
amount of S’s liabilities. For this purpose,
S’s basis in any share of lower-tier sub-
sidiary stock is generally S’s basis in that
share, adjusted to reflect any gain or loss
recognized in the transaction with respect
to the share and any other related or result-
ing adjustments to the basis of the share.
However, see paragraph (c)(6) of this sec-
tion for special rules regarding the compu-
tation of S’s net inside attribute amount for
purposes of this paragraph (c) if S holds
stock of a subsidiary that is not transferred
in the transaction. See paragraph (f) of
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this section for definitions of “allocable
portion,” “deferred deduction,” “liability,”
“loss carryover,” and other relevant terms.

(6) Determination of S’s net inside at-
tribute amount if S owns stock of a lower-
tier subsidiary—(i) Overview. If a loss
share of S stock is transferred when S holds
a share of stock of another subsidiary (S1)
and the S1 share is not transferred in the
same transaction, S’s net inside attribute
amount is determined by treating S’s basis
in its S1 share as tentatively reduced under
this paragraph (c)(6). The purpose of this
rule is to reduce the extent to which S1’s
investment adjustments increase noneco-
nomic loss on S stock (as a result of S1’s
recognition of items that are indirectly re-
flected in a member’s basis in a share of S
stock).

(ii) General rule for nontransferred
shares of lower-tier subsidiary stock. For
purposes of determining the disconformity
amount of a share of S stock, S’s basis
in a nontransferred share of S1 stock is
treated as reduced by the share’s tentative
reduction amount. The tentative reduction
amount is the lesser of the S1 share’s net
positive adjustment and the S1 share’s
disconformity amount.

(iii) Multiple tiers of nontransferred
shares. If S directly or indirectly owns
nontransferred shares of stock of sub-
sidiaries in multiple tiers, then, subject
to the limitations in paragraph (c)(6)(iv)
of this section (regarding nontransferred
shares that are lower-tier to transferred
shares), the rules of this paragraph (c)(6)
first apply to determine the tentatively
reduced basis of stock of the subsidiary
at the lowest tier. These rules then apply
to determine the tentatively reduced basis
of nontransferred shares of stock of sub-
sidiaries successively at each next higher
tier that is lower-tier to S. The tentative
reductions at each tier are treated as non-
capital, nondeductible expenses that tier
up under the principles of §1.1502–32,
and, as such, result in a tentative reduction
of basis and any net positive adjustment of
subsidiary shares that are lower-tier to S.

(iv) Nonapplicability of tentative basis
reduction rule to transferred shares. The
tentative basis reduction rule in this para-
graph (c)(6) does not apply to any share of
stock of a lower-tier subsidiary (S1) that
is transferred in the same transaction in
which the S share is transferred. Further,
for purposes of determining the S share’s

disconformity amount, the tentative basis
reduction rule in this paragraph (c)(6) only
applies with respect to stock of a lower-tier
subsidiary if such stock is lower-tier to
a nontransferred S1 share. The purpose
of this rule is to prevent tentative adjust-
ments to the bases of lower-tier shares if
this paragraph (c) has already applied with
respect to the shares, without regard to
whether such application resulted in the re-
duction of the basis of any share.

(v) Example. The rules of this para-
graph (c)(6) are illustrated by the follow-
ing example:

Example. (i) Facts. M owns the sole outstanding
share of S stock, S owns the sole outstanding share
of S1 stock, S1 owns all five outstanding shares of
S2 stock (the bases of which are equal), and S2 owns
the sole outstanding share of S3 stock. The basis of
each of the shares reflects its allocable portion of a $5
positive investment adjustment attributable to income
recognized by S3. The basis of the S share exceeds
its value by $10 and the basis of the S1 share exceeds
its value by $5. The basis of each S2 share is $1
less than its value. In one transaction, M sells its S
share to X, S1 issues new shares in an amount that
prevents S and S1 from being members of the same
group, and S1 sells one of its S2 shares to an unrelated
individual. S1, S2, and S3 elect to file a consolidated
return following the transaction.

(ii) General applicability of section. As a result of
the transaction, there is a transfer of the S share and
the S2 share that was sold (because both shares were
sold to nonmembers) and of the S1 share (because
S and S1 cease to be members of the same group as
a result of the stock issuance). The transfer of the
S2 share is not a transfer of a loss share, and so this
section does not apply to that transfer. The transfers
of the S and S1 shares are transfers of loss shares, and
so this section applies to those transfers. The S3 share
and the four retained S2 shares are not transferred in
the transaction. Under paragraph (a)(3)(ii)(A) of this
section, this section applies first to the transfer of the
S1 share because it is the lowest-tier transferred loss
share.

(iii) Application of paragraph (b) of this section
and this paragraph (c) to transfer of S1 stock. First,
the $1 gain recognized on the transfer of the S2 share
tiers up to adjust the basis of each upper-tier share.
The transferred S1 share is still a loss share (by $4)
and is therefore subject to this section. Although the
transfer is subject to paragraph (b) of this section,
there is no basis redetermination under paragraph (b)
of this section because there is only one share of S1
stock outstanding (and so there can be no disparity
among members’ bases in common shares and there
are no outstanding preferred shares with respect to
which there can be unrecognized gain or loss). See
paragraph (b)(1)(ii)(A) of this section. Therefore, af-
ter the application of paragraph (b) of this section,
the S1 share is still a loss share and, as such, sub-
ject to this paragraph (c). In determining the amount
of any basis reduction under this paragraph (c), the
disconformity amount of the S1 share is computed
by comparing S’s basis in its S1 share to S1’s net
inside attribute amount (because there is only one

S1 share outstanding, the entire amount is alloca-
ble to that share). In determining S1’s net inside
attribute amount, the tentative reduction rule in this
paragraph (c)(6) applies to nontransferred lower-tier
shares (provided they are lower-tier to nontransferred
shares). Thus, the rule applies to S1’s four retained
shares of S2 stock and to S2’s share of S3 stock. The
tentative reduction begins at the lowest level (S2’s
share of S3 stock) and any tentative reduction amount
tiers up as a noncapital, nondeductible expense under
the principles of §1.1502–32, tentatively reducing the
bases of any upper tier nontransferred shares that are
lower-tier to the transferred loss share (the S1 share).
Accordingly, each of S1s nontransferred share of S2
stock is tentatively reduced by its portion of the ten-
tative reduction to S2’s share of S3 stock. S1 then ap-
plies the tentative reduction rule to its four nontrans-
ferred S2 shares. S1’s net inside attribute amount is
the sum of its basis in each of its nontransferred S2
shares, as tentatively reduced under this paragraph
(c)(6) and S1’s actual basis in the transferred S2 share,
increased to reflect the gain recognized on the sale of
that share. After the application of this paragraph (c)
to the transfer of the S1 share, paragraph (b) of this
section applies to M’s transfer of the S share.

(iv) Application of section to transfer of S stock.
Because the S share is still a loss share after applying
paragraph (b) of this section and this paragraph (c)
to the transfer of the S1 stock, this section applies to
M’s transfer of the S share. Although paragraph (b)
of this section applies to the transfer, there is no basis
redetermination under paragraph (b) of this section
because there is only one share of S stock outstand-
ing (and so there can be no disparity among mem-
bers’ bases in common shares and there are no out-
standing preferred shares with respect to which there
can be unrecognized gain or loss). See paragraph
(b)(1)(ii)(A) of this section. Therefore, after the ap-
plication of paragraph (b) of this section, the share is
still a loss share and, as such, subject to this paragraph
(c). In determining the disconformity amount of the
S share, S’s net inside attribute amount is determined
using S’s actual basis in the transferred S1 stock (after
any reduction under this paragraph (c)), because the
tentative reduction rule in this paragraph (c)(6) does
not apply to shares that are transferred in the transac-
tion. All other shares are lower-tier to the transferred
S1 share and are therefore also not subject to tentative
reduction for purposes of determining the disconfor-
mity amount of the S share. After the application of
this paragraph (c) to the transfer of the S share, para-
graph (d) of this section applies with respect to M’s
transfer of the S share. After the application of para-
graph (d) of this section with respect to the transfer of
the S share, if the S1 share is still a loss share, para-
graph (d) of this section applies with respect to S’s
transfer of the S1 share.

(7) Netting of gains and losses taken
into account—(i) General rule. Solely for
purposes of computing the basis reduction
required under this paragraph (c), the ba-
sis of each transferred loss share of S stock
is treated as reduced proportionately (as
to loss) by the amount of income or gain
taken into account by members with re-
spect to transferred shares of S stock, pro-
vided that—
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(A) The shares are transferred in one
transaction; and

(B) The gain is taken into account as of
the transaction.

(ii) Example. The netting rule of this
paragraph (c)(7) is illustrated by the fol-
lowing example:

Example. Disposition of gain and loss shares. (i)
Facts. M owns the only three outstanding shares of S
stock. Share A has a basis of $54, Share B has a basis
of $100, and Share C has a basis of $80. In the same
transaction, M sells all three S shares to X for $60
each. M realizes a gain of $6 on Share A, a loss of $40
on Share B, and a loss of $20 on Share C. M’s sales of
Share B and Share C are transfers of loss shares and
therefore subject to this section. M’s sale is a transfer
of all of the shares of S stock held by members to one
or more nonmembers in one fully taxable transaction
and, therefore, basis is not redetermined under para-
graph (b) of this section. See paragraph (b)(1)(ii)(B)
of this section. The transfer is then subject to this
paragraph (c). However, for this purpose, M treats its
bases in Share B and Share C as reduced by the $6
gain taken into account on Share A. The gain is allo-
cated to Share B and Share C proportionately based
on the amount of loss in each share. Thus, $4 of gain
($40/$60 x $6) is treated as allocated to Share B and
$2 of gain ($20/$60 x $6) is treated as allocated to
Share C. Accordingly, M computes the basis reduc-
tion required under this paragraph (c) by treating its
basis in Share B as $96 ($100 less $4) and its basis in
Share C as $78 ($80 less $2). If, after the application
of this paragraph (c), the sales of Share B and Share C
are still transfers of loss shares, then the transfers are
subject to paragraph (d) of this section. (Although the
bases of Share B and Share C are not actually reduced
by any portion of the gain, paragraph (d)(3)(i)(A) of
this section applies netting principles to limit adjust-
ments under paragraph (d) of this section.)

(ii) Disposition of stock with deferred gain. The
facts are the same as in paragraph (i) of this Example,
except that M sells the gain share to another member.
Under §1.1502–13, M’s gain recognized on Share A
is not taken into account in the taxable year of the
transfer and therefore cannot be treated as reducing
M’s loss recognized on Share B and Share C for pur-
poses of this paragraph (c). The applicability of this
section to the transfer of Share A is determined as of
the time that the intercompany item (the gain on M’s
sale to the other member) is taken into account. See
paragraph (e)(3) of this section. However, if Share B
(instead of Share A) were sold to a member, the entire
gain on Share A would be treated as reducing the loss
on Share C for purposes of applying this paragraph
(c). See paragraph (e)(3) of this section.

(8) Examples. The application of this paragraph
(c) is illustrated by the following examples.

Example 1. Appreciation reflected in stock basis
at acquisition. (i) Appreciation recognized as gain.
(A) Facts. On January 1, year 1, M purchases the
sole outstanding share of S stock for $100. At that
time, S owns two assets, Asset 1 with a basis of $0
and a value of $40, and Asset 2 with a basis and value
of $60. In year 1, S sells Asset 1 for $40, recogniz-
ing a $40 gain. On December 31, year 1, M sells its
S share for $100. After taking into account the ef-
fects of all applicable rules of law, M’s basis in the S
share is $140 (M’s original $100 basis increased un-

der §1.1502–32 by $40, the share’s allocable portion
of the gain recognized on the sale of Asset 1). M’s
sale of the S share is a transfer of a loss share and
therefore subject to this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there
is no basis redetermination under paragraph (b) of
this section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which
there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to this
paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share, $140,
is reduced, but not below value, $100, by the lesser
of the share’s net positive adjustment and disconfor-
mity amount. The share’s net positive adjustment is
the greater of zero and the sum of all investment ad-
justments (as defined in paragraph (b)(1)(iii) of this
section) applied to the basis of the share. The only in-
vestment adjustment applied to the basis of the share
is the $40 adjustment attributable to the gain recog-
nized on the sale of Asset 1. Thus, the share’s net
positive adjustment is $40. The share’s disconfor-
mity amount is the excess, if any, of its basis, $140,
over its allocable portion of S’s net inside attribute
amount. S’s net inside attribute amount is the sum
of S’s money ($40 from the sale of Asset 1) and S’s
basis in Asset 2, $60, or $100. The share is the only
outstanding S share and so its allocable portion of the
$100 net inside attribute amount is the entire $100.
Thus, the share’s disconformity amount is $40, the
excess of $140 over $100. The lesser of the net pos-
itive adjustment, $40, and the share’s disconformity
amount, $40, is $40. Accordingly, immediately be-
fore the application of paragraph (d) of this section,
M’s basis in the share is reduced by $40, from $140
to $100.

(D) Application of paragraph (d) of this section.
Because M’s sale of the S share is not a transfer of a
loss share after the application of this paragraph (c),
paragraph (d) of this section does not apply to the
transfer.

(ii) Appreciation recognized as income earned in
the consumption of built-in gain. The facts are the
same as in paragraph (i)(A) of this Example 1, except
that, instead of selling Asset 1, the value of Asset 1
is consumed in the production of $40 of income in
year 1 (reducing the value of Asset 1 to $0). Because
the net positive adjustment includes items of income
as well as items of gain, the results are the same as
those described in paragraph (i) of this Example 1.

(iii) Post-acquisition appreciation eliminates
stock loss. The facts are the same as in paragraph
(i)(A) of this Example 1 except that, in addition, the
value of Asset 2 increases to $100 before the stock
is sold. As a result, M sells the S share for $140.
Because M’s sale of the S share is not a transfer of a
loss share, this section does not apply to the transfer,
notwithstanding that P’s basis in the S share was
increased by the gain recognized on Asset 1.

(iv) Distributions. (A) Facts. The facts are the
same as in paragraph (i)(A) of this Example 1 except
that, in addition, S declares and makes a $10 dividend
distribution before the end of year 1. As a result, the

value of the share decreases and M sells the share for
$90. After taking into account the effects of all ap-
plicable rules of law, M’s basis in the S share is $130
(M’s original $100 basis increased under §1.1502–32
by $30, the $10 distribution on the share reduced by
the share’s allocable portion of the $40 gain recog-
nized on the sale of Asset 1). M’s sale of the S share
is a transfer of a loss share and therefore subject to
this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there is
no basis redetermination under paragraph (b) of this
section for the reasons set forth in paragraph (i)(B)
of this Example 1. Therefore, after the application of
paragraph (b) of this section, the share is still a loss
share and, as such, subject to this paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share, $130,
is reduced, but not below value, $90, by the lesser of
the share’s net positive adjustment and disconformity
amount. The share’s net positive adjustment is $40
(the sum of all investment adjustments (as defined in
paragraph (b)(1)(iii) of this section) applied to the ba-
sis of the share). The share’s disconformity amount
is the excess of its basis, $130, over its allocable por-
tion of S’s net inside attribute amount. S’s net inside
attribute amount is $90, the sum of S’s money ($30,
the $40 sale proceeds less the $10 distribution) and
S’s basis in Asset 2, $60. The share is the only out-
standing S share and so its allocable portion of the
$90 net inside attribute amount is the entire $90. The
lesser of the share’s net positive adjustment, $40, and
its disconformity amount, $40, is $40. Accordingly,
immediately before the application of paragraph (d)
of this section, the basis in the share is reduced by
$40, from $130 to $90.

(D) Application of paragraph (d) of this section.
Because M’s sale of the S share is not a transfer of a
loss share after the application of this paragraph (c),
paragraph (d) of this section does not apply to the
transfer.

Example 2. Loss of appreciation reflected in ba-
sis. (i) Facts. On January 1, year 1, M purchases the
sole outstanding share of S stock for $100. At that
time, S owns two assets, Asset 1 with a basis of $0 and
a value of $40, and Asset 2 with a basis and value of
$60. The value of Asset 1 declines to $0 and M sells
its S share for $60. After taking into account the ef-
fects of all applicable rules of law, M’s basis in the S
share is $100. M’s sale of the S share is a transfer of
a loss share and therefore subject to this section.

(ii) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there
is no basis redetermination under paragraph (b) of
this section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which
there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to this
paragraph (c).

(iii) Basis reduction under this paragraph (c).
Under this paragraph (c), M’s $100 basis in the S
share is reduced, but not below its $60 value by
the lesser of the share’s net positive adjustment and
disconformity amount. There were no investment ad-
justments applied to M’s basis in the share and so the
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share’s net positive adjustment is $0. Thus, although
the share’s disconformity amount is $40 (the excess
of M’s $100 basis in the share over the share’s $60
allocable portion of S’s net inside attribute amount),
no basis reduction is required under this paragraph
(c).

(iv) Application of paragraph (d) of this section.
After the application of this paragraph (c), M’s sale
of the S share is still a transfer of a loss share, and,
accordingly, subject to paragraph (d) of this section.
No adjustment is required under paragraph (d) of this
section because there is no aggregate inside loss. See
paragraph (d)(3)(iii) of this section.

Example 3. Items accruing after S becomes a
member. (i) Recognition of loss accruing after S be-
comes a member. (A) Facts. On January 1, year 1,
M purchases the sole outstanding share of S stock for
$100. At that time, S owns two assets, Asset 1, with
a basis of $0 and a value of $40, and Asset 2, with
a basis and value of $60. In year 1, S sells Asset 1
for $40, recognizing a $40 gain. Also in year 1, the
value of Asset 2 declines and S sells Asset 2 for $20,
recognizing a $40 loss that is absorbed by the group.
On December 31, year 1, M sells its S share for $60.
After taking into account the effects of all applica-
ble rules of law, M’s basis in the S share is $100 (M’s
original $100 basis, unadjusted under §1.1502–32 be-
cause the $40 gain recognized on the sale of Asset 1
and the $40 loss on the sale of Asset 2 net, resulting
in an adjustment of $0). M’s sale of the S share is a
transfer of a loss share and therefore subject to this
section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there
is no basis redetermination under paragraph (b) of
this section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which
there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to this
paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share is re-
duced, but not below the share’s $60 value, by the
lesser of the share’s net positive adjustment and dis-
conformity amount. The share’s net positive adjust-
ment is $0. Thus, although the share has a disconfor-
mity amount of $40 (the excess of M’s basis in the
share, $100, over the share’s allocable portion of S’s
net inside attribute amount, $60), no basis reduction
is required under this paragraph (c).

(D) Application of paragraph (d) of this section.
After the application of this paragraph (c), M’s sale
of the S share is still a transfer of a loss share, and,
accordingly, subject to paragraph (d) of this section.
No adjustment is required under paragraph (d) of this
section because there is no aggregate inside loss. See
paragraph (d)(3)(iii) of this section.

(ii) Recognition of gain accruing after S becomes
a member. (A) Facts. The facts are the same as in
paragraph (i)(A) of this Example 3, except that M
does not sell the S share and S does not sell either as-
set in year 1. In addition, in year 2, the value of Asset
1 declines to $0, the value of Asset 2 returns to $60,
and S creates Asset 3 (with a basis of $0). In year 3, S
sells Asset 3 for $40, recognizing a $40 gain. On De-

cember 31, year 3, M sells its S share for $100. After
taking into account the effects of all applicable rules
of law, M’s basis in the S share is $140 (M’s orig-
inal $100 basis increased under §1.1502–32 by $40
(the share’s allocable portion of the gain recognized
on the sale of Asset 3 in year 3)). M’s sale of the S
share is a transfer of a loss share and therefore subject
to this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there is
no basis redetermination under paragraph (b) of this
section for the reasons set forth in paragraph (i)(B)
of this Example 3. Therefore, after the application of
paragraph (b) of this section, the share is still a loss
share and, as such, subject to this paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share, $140,
is reduced, but not below value, $100, by the lesser
of the share’s net positive adjustment and disconfor-
mity amount. The share’s net positive adjustment is
$40 (the year 3 investment adjustment). The share’s
disconformity amount is the excess of its basis, $140,
over its allocable portion of S’s net inside attribute
amount. S’s net inside attribute amount is $100, the
sum of S’s money ($40 from the sale of Asset 3) and
its basis in its assets ($60 (the sum of Asset 1’s basis
of $0 and Asset 2’s basis of $60)). S’s $100 net in-
side attribute amount is allocable entirely to the sole
outstanding S share. Thus, the share’s disconformity
amount is the excess of $140 over $100, or $40. The
lesser of the share’s net positive adjustment, $40, and
its disconformity amount, $40, is $40. Accordingly,
the basis in the share is reduced by $40, from $140 to
$100.

(D) Application of paragraph (d) of this section.
Because M’s sale of the S share is not a transfer of a
loss share after the application of this paragraph (c),
paragraph (d) of this section does not apply to the
transfer.

(iii) Recognition of income earned after S be-
comes a member. The facts are the same as in
paragraph (ii)(A) of this Example 3, except that in-
stead of creating Asset 3, S earns $40 of income from
services provided in year 3. Because the net positive
adjustment includes items of income as well as items
of gain, the results are the same as those described in
paragraph (ii) of this Example 3.

Example 4. Computing the disconformity
amount. (i) Unrecognized loss reflected in stock
basis. (A) Facts. M owns the sole outstanding share
of S stock with a basis of $100. S owns two assets,
Asset 1 with a basis of $20 and a value of $60, and
Asset 2 with a basis of $60 and a value of $40. In
year 1, S sells Asset 1 for $60, recognizing a $40
gain. On December 31, year 1, M sells the S share
for $100. After taking into account the effects of
all applicable rules of law, M’s basis in the S share
is $140 (M’s original $100 basis increased under
§1.1502–32 by $40, the share’s allocable portion
of the gain recognized on the sale of Asset 1). M’s
sale of the S share is a transfer of a loss share and
therefore subject to this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there
is no basis redetermination under paragraph (b) of
this section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which

there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to this
paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share, $140,
is reduced, but not below the share’s $100 value, by
the lesser of the share’s net positive adjustment and
disconformity amount. The share’s net positive ad-
justment is $40 (the year 1 investment adjustment).
The share’s disconformity amount is the excess of its
basis, $140, over its allocable portion of S’s net in-
side attribute amount. S’s net inside attribute amount
is $120, the sum of S’s money ($60 from the sale of
Asset 1) and S’s basis in Asset 2, $60. S’s net in-
side attribute amount is allocable entirely to the sole
outstanding S share. Thus, the share’s disconformity
amount is $20, the excess of $140 over $120. The
lesser of the share’s net positive adjustment, $40, and
its disconformity amount, $20, is $20. Accordingly,
the basis in the share is reduced by $20, from $140 to
$120.

(D) Application of paragraph (d) of this section.
After the application of this paragraph (c), M’s sale
of the S share is still a transfer of a loss share, and,
accordingly, S’s attributes (to the extent of the $20
duplicated loss) are subject to reduction under para-
graph (d) of this section.

(ii) Loss carryover. The facts are the same as in
paragraph (i)(A) of this Example 4, except that Asset
2 has a basis of $0 (rather than $60) and S has a $60
loss carryover (as defined in paragraph (f)(6) of this
section). The analysis is the same as paragraph (i) of
this Example 4. Furthermore, the analysis of the ap-
plication of this paragraph (c) would be the same if
the $60 loss carryover were subject to a section 382
limitation from a prior ownership change, or if, in-
stead, the $60 loss carryover were subject to the lim-
itation in §1.1502–21(c) on losses carried from sepa-
rate return limitation years.

(iii) Liabilities. The facts are the same as in para-
graph (i)(A) of this Example 4, except that S borrows
$100 before M sells the S share. S’s net inside at-
tribute amount remains $120, computed as the sum of
S’s money ($160, $60 from the sale of Asset 1 plus
the $100 borrowed) and S’s basis in Asset 2, $60, less
its liabilities, $100. Thus, the S share’s disconformity
amount remains the excess of $140 over $120, or $20.
The results are the same as in paragraph (i) of this Ex-
ample 4.

Example 5. Computing the allocable portion of
the net inside attribute amount. (i) Facts. On January
1, year 1, M owns all five outstanding shares of S
stock with a basis of $20 per share. S owns Asset
with a basis of $0. In year 1, S sells Asset for $100,
recognizing a $100 gain. On December 31, year 1,
M sells one of the S shares, Share 1, for $20. After
taking into account the effects of all applicable rules
of law, M’s basis in Share 1 is $40 (M’s original $20
basis increased under §1.1502–32 by $20 (the share’s
allocable portion of the gain recognized on the sale
of Asset)). M’s sale of Share 1 is a transfer of a loss
share and therefore subject to this section.

(ii) Application of paragraph (b) of this section.
Although the transfer is subject to this section, basis
is not redetermined under paragraph (b) of this sec-
tion because there is no disparity among M’s bases in
shares of S common stock and there are no shares of S
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preferred stock outstanding (so there can be no unrec-
ognized gain or loss with respect to preferred shares).
See paragraph (b)(1)(ii)(A) of this section. After the
application of paragraph (b) of this section, M’s sale
of Share 1 is still a transfer of a loss share and there-
fore subject to this paragraph (c).

(iii) Basis reduction under this paragraph (c).
Under this paragraph (c), M’s $40 basis in Share 1
is reduced, but not below its $20 value by the lesser
of the share’s net positive adjustment and disconfor-
mity amount. Share 1’s net positive adjustment is
$20 (the year 1 investment adjustment). Share 1’s
disconformity amount is the excess of its $40 basis
over its allocable portion of S’s net inside attribute
amount. S’s net inside attribute amount is equal to
the amount of S’s money ($100 from the sale of the
asset). Share 1’s allocable portion of S’s $100 net
inside attribute amount is $20 (1/5 x $100). Thus,
Share 1’s disconformity amount is the excess of
$40 over $20, or $20. The lesser of the share’s $20
net positive adjustment and its $20 disconformity
amount is $20. Accordingly, the basis in the share is
reduced by $20, from $40 to $20.

(iv) Application of paragraph (d) of this section.
Because M’s sale of Share 1 is not a transfer of a
loss share after the application of this paragraph (c),
paragraph (d) of this section does not apply to the
transfer.

Example 6. Liabilities. (i) In general. (A) Facts.
On January 1, year 1, M purchases the sole outstand-
ing share of S stock for $100. At that time, S owns
Asset, with a basis of $0 and value of $100, and $100
cash. S also has a $100 liability. In year 1, S declares
and makes a $60 dividend distribution to M and rec-
ognizes $20 of income. The value of Asset declines to
$60 and, on December 31, year 1, M sells the S share
for $20. After taking into account the effects of all ap-
plicable rules of law, M’s basis in the S share is $60
(M’s original $100 basis decreased under §1.1502–32
by $40 (the net of the $60 distribution and the $20 in-
come recognized)). M’s sale of the S share is a trans-
fer of a loss share and therefore subject to this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there
is no basis redetermination under paragraph (b) of
this section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which
there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to this
paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share, $60,
is reduced, but not below value, $20, by the lesser
of the share’s net positive adjustment and disconfor-
mity amount. The share’s net positive adjustment is
$20 (the year 1 investment adjustment, as defined in
paragraph (b)(1)(iii) of this section). The share’s dis-
conformity amount is the excess of its basis, $60, over
its allocable portion of S’s net inside attribute amount.
S’s net inside attribute amount is negative $40, com-
puted as the sum of S’s money ($60 ($100 less the $60
distribution plus the $20 income recognized)) and S’s
basis in Asset, $0, less S’s liability, $100. S’s net in-
side attribute amount is allocable entirely to the sole
outstanding S share. Thus, the share’s disconformity

amount is the excess of $60 over negative $40, or
$100. The lesser of the share’s net positive adjust-
ment, $20, and its disconformity amount, $100, is
$20. Accordingly, the basis in the share is reduced
by $20, from $60 to $40.

(D) Application of paragraph (d) of this section.
After the application of this paragraph (c), the S share
is still a loss share and, accordingly, S’s attributes are
subject to reduction under paragraph (d) of this sec-
tion. No adjustment is required under paragraph (d)
of this section, however, because there is no aggre-
gate inside loss. See paragraph (d)(3)(iii) of this sec-
tion.

(ii) Excluded cancellation of indebtedness in-
come—insufficient attributes available for reduction
under sections 108 and 1017, and §1.1502–28. (A)
Facts. The facts are the same as in paragraph (i)(A)
of this Example 6, except that M does not sell the S
share. Instead, in year 4, Asset is destroyed in a fire
and S spends its $60 on deductible expenses that are
not absorbed by the group. S’s loss becomes part of
the consolidated net operating loss (CNOL). In year
5, S becomes insolvent and S’s debt is discharged.
Because of S’s insolvency, S’s discharge of indebt-
edness income is excluded under section 108 and, as
a result, S’s attributes are subject to reduction under
sections 108 and 1017, and §1.1502–28. S’s only
attribute is the portion of the CNOL attributable to
S, $60, and it is reduced to $0. There are no other
consolidated attributes. In year 5, the S stock (which
is treated as a capital asset) becomes worthless un-
der section 165, taking into account §1.1502–80(c).
After taking into account the effects of all applicable
rules of law, M’s basis in the S share is $60 (M’s
original $100 basis decreased under §1.1502–32 by
the year 1 investment adjustment of $40 (the net of
the $60 distribution and the $20 income recognized).
The investment adjustment for year 5 is $0 (the net of
the $60 tax exempt income from the excluded COD
applied to reduce attributes and the $60 noncapital,
nondeductible expense from the reduction of S’s
portion of the CNOL). Under paragraph (f)(10)(i)(D)
of this section, a share is transferred on the last day of
the taxable year during which it becomes worthless
under section 165 if the share is treated as a capital
asset, or the date the share becomes worthless if the
share is not treated as a capital asset, taking into
account §1.1502–80(c). Accordingly, M transfers
the loss share of S stock on December 31, year 5, and
the transfer is therefore subject to this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there is
no basis redetermination under paragraph (b) of this
section for the reasons set forth in paragraph (i)(B)
of this Example 6. Therefore, after the application of
paragraph (b) of this section, the share is still a loss
share and, as such, subject to this paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in its S share, $60,
is reduced, but not below value, $0, by the lesser of
the share’s net positive adjustment and disconformity
amount. The share’s net positive adjustment is $20
(the year 1 investment adjustment, as defined in para-
graph (b)(1)(iii) of this section). The share’s discon-
formity amount is the excess of its basis, $60, over its
allocable portion of S’s net inside attribute amount.
S’s net inside attribute amount is $0. (The effects
of the attribute reduction required under sections 108
and 1017 and §1.1502–28 are taken into account in

applying this section; therefore, for purposes of this
section, S’s portion of the CNOL is treated as elimi-
nated under section 108 and §1.1502–28.) S’s net in-
side attribute amount is allocable entirely to the sole
outstanding S share. Thus, the share’s disconformity
amount is the excess of $60 over $0, or $60. The
lesser of the share’s net positive adjustment, $20, and
its disconformity amount, $60, is $20. Accordingly,
the basis in the share is reduced by $20, from $60 to
$40, immediately before the transfer.

(D) Application of paragraph (d) of this section.
After the application of this paragraph (c), the S share
is still a loss share, and, accordingly, S’s attributes are
subject to reduction under paragraph (d) of this sec-
tion. No adjustment is required under paragraph (d)
of this section, however, because there is no aggre-
gate inside loss. See paragraph (d)(3)(iii) of this sec-
tion.

(iii) Excluded cancellation of indebtedness in-
come—full attribute reduction under sections 108
and 1017, and §1.1502–28 (using attributes attribut-
able to another member). (A) Facts. The facts are the
same as in paragraph (ii)(A) of this Example 6 except
that M loses the $60 distributed in year 1 and the
group does not absorb the loss. Thus, as of December
31, year 5, the CNOL is $120, attributable $60 to S
and $60 to P. As a result, under §1.1502–28(a)(4),
after the portion of the CNOL attributable to S is
reduced to $0, the remaining $40 of excluded COD
applies to the portion of the CNOL attributable to
P, reducing it from $60 to $20. After taking into
account the effects of all applicable rules of law, M’s
basis in the S share at the end of year 5 is $100 (M’s
original $100 basis decreased under §1.1502–32 by
$40 at the end of the year 1 and then increased under
§1.1502–32 by $40 at the end of the year 5 (the net of
the $100 tax exempt income from the excluded COD
applied to reduce attributes and the $60 noncapital,
nondeductible expense from the reduction of S’s por-
tion of the CNOL)). Under paragraph (f)(10)(i)(D) of
this section, a share is transferred on the last day of
the taxable year during which it becomes worthless
under section 165 if the share is treated as a capital
asset, or the date the share becomes worthless if the
share is not treated as a capital asset, taking into
account §1.1502–80(c). Accordingly, M transfers
the loss share of S stock on December 31, year 5, and
the transfer is therefore subject to this section.

(B) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there is
no basis redetermination under paragraph (b) of this
section for the reasons set forth in paragraph (i)(B)
of this Example 6. Therefore, after the application of
paragraph (b) of this section, the share is still a loss
share and, as such, subject to this paragraph (c).

(C) Basis reduction under this paragraph (c). Un-
der this paragraph (c), M’s basis in the S share, $100,
is reduced, but not below value, $0, by the lesser of
the share’s net positive adjustment and disconformity
amount. The share’s net positive adjustment is $60
(the sum of the year 1 investment adjustment, as de-
fined in paragraph (b)(1)(iii) of this section, $20, and
the year 5 investment adjustment, $40). The share’s
disconformity amount is the excess of its basis, $100,
over its allocable portion of S’s net inside attribute
amount. S’s net inside attribute amount is $0 (taking
into account the effects of the attribute reduction re-
quired under sections 108 and 1017 and §1.1502–28).
S’s net inside attribute amount is allocable entirely
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to the sole outstanding S share. The share’s discon-
formity amount is therefore $100. The lesser of the
share’s net positive adjustment, $60, and its discon-
formity amount, $100, is $60. Accordingly, M’s basis
in the share is reduced by $60, from $100 to $40, im-
mediately before the transfer.

(D) Application of paragraph (d) of this section.
After the application of this paragraph (c), the S share
is still a loss share, and, accordingly, S’s attributes are
subject to reduction under paragraph (d) of this sec-
tion. No adjustment is required under paragraph (d)
of this section, however, because there is no aggre-
gate inside loss. See paragraph (d)(3)(iii) of this sec-
tion.

Example 7. Lower-tier subsidiary (no transfer of
lower-tier stock). (i) Facts. M owns the sole out-
standing share of S stock with a basis of $160. S owns
two assets, Asset 1 with a basis and value of $100, and
the sole outstanding share of S1 stock with a basis of
$60. S1 owns one asset, Asset 2, with a basis of $20
and value of $60. In year 1, S1 sells Asset 2 to X for
$60, recognizing a $40 gain. On December 31, year
1, M sells its S share to Y, a member of another con-
solidated group, for $160. After taking into account
the effects of all applicable rules of law, M’s basis in
the S share is $200 (M’s original $160 basis increased
under §1.1502–32 by $40 (to reflect the tier-up of the
adjustment to S’s basis in the S1 stock for the gain
recognized on S1’s sale of Asset 2)). M’s sale of the
S share is a transfer of a loss share and therefore sub-
ject to this section. (S does not transfer the S1 share
because S and S1 are members of the same group fol-
lowing the transfer. See paragraph (f)(10) of this sec-
tion.)

(ii) Application of paragraph (b) of this section.
Although the transfer is subject to this section, there
is no basis redetermination under paragraph (b) of
this section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which
there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to this
paragraph (c).

(iii) Basis reduction under this paragraph (c). (A)
In general. Under this paragraph (c), M’s basis in the
S share, $200, is reduced, but not below value, $160,
by the lesser of the share’s net positive adjustment and
disconformity amount. The S share’s net positive ad-
justment is $40. The share’s disconformity amount
is the excess of its basis, $200, over the share’s allo-
cable portion of S’s net inside attribute amount. S’s
net inside attribute amount is the sum of S’s basis in
Asset 1, $100, and S’s basis in the S1 share.

(B) S’s basis in the S1 share. Although S’s ac-
tual basis in the S1 share is $100 (S’s original $60
basis increased under §1.1502–32 by $40 (the share’s
allocable portion of the gain recognized on the sale
of Asset 2)), for purposes of computing the S share’s
disconformity amount, S’s net inside attribute amount
is determined by treating S’s basis in the S1 share as
tentatively reduced by the lesser of the S1 share’s net
positive adjustment and the S1 share’s disconformity
amount. The S1 share’s net positive adjustment is $40
(the year 1 investment adjustment). The S1 share’s
disconformity amount is the excess of its basis, $100,
over the share’s allocable portion of S1’s net inside

attribute amount. S1’s net inside attribute amount is
equal to the amount of S1’s money ($60 from the sale
of Asset 2), and is allocable entirely to the sole out-
standing S1 share. Thus, the S1 share’s disconformity
amount is the excess of $100 over $60, or $40. The
lesser of the S1 share’s net positive adjustment, $40,
and its disconformity amount, $40, is $40. Accord-
ingly, for purposes of computing the disconformity
amount of the S share, S’s net inside attribute amount
is determined by treating S’s basis in its S1 share as
tentatively reduced by $40, from $100 to $60.

(C) The disconformity amount of M’s S share. S’s
net inside attribute amount is treated as the sum of
its basis in Asset 1, $100, and its tentatively reduced
basis in the S1 share, $60, or $160. S’s net inside
attribute amount is allocable entirely to the sole out-
standing S share. Thus, the S share’s disconformity
amount is the excess of $200 over $160, or $40.

(D) Amount of reduction. M’s basis in its S share
is reduced by the lesser of the S share’s net positive
adjustment, $40, and disconformity amount, $40, or
$40. Accordingly, M’s basis in the S share is reduced
by $40, from $200 to $160.

(E) Effect on S’s basis in its S1 share. The tenta-
tive reduction under this paragraph (c) has no effect
on S’s actual basis in the S1 share. Thus, after the ap-
plication of this paragraph (c), S owns the S1 share
with a basis of $100 (S’s original $60 basis increased
under §1.1502–32 by $40 (the share’s allocable por-
tion of the gain recognized on the sale of Asset 2)).

(iv) Application of paragraph (d) of this section.
Because M’s sale of the S share is not a transfer of a
loss share after the application of this paragraph (c),
paragraph (d) of this section does not apply to the
transfer.

(d) Attribute reduction to prevent dupli-
cation of loss—(1) In general. The rules
of this paragraph (d) reduce attributes of
S and its lower-tier subsidiaries to the
extent they duplicate a net loss on shares
of S stock transferred by members in
one transaction. This rule furthers sin-
gle-entity principles by preventing S (or
its lower-tier subsidiaries) from using de-
ductions and losses to the extent that the
group or its members (including former
members) have either used, or preserved
for later use, a corresponding loss in S
shares.

(2) Attribute reduction rule—(i) Gen-
eral rule. If a transferred share is a loss
share after taking into account the effects
of all applicable rules of law, including any
adjustments under paragraph (b), (c), or
(d)(5)(iii) of this section, S’s attributes are
reduced by S’s attribute reduction amount
immediately before the transfer. S’s at-
tribute reduction amount is determined
under paragraph (d)(3) of this section and
applied in accordance with the provisions
of paragraphs (d)(4), (d)(5), and (d)(6) of
this section. In addition, paragraph (d)(7)
of this section provides for additional at-

tribute reduction in the case of certain
transfers due to worthlessness and certain
transfers not followed by a separate return
year.

(ii) Attribute reduction amount less than
five percent of value. This paragraph (d)
generally does not apply to a transaction
if the aggregate attribute reduction amount
in the transaction is less than five per-
cent of the aggregate value of the shares
transferred by members in the transaction.
However, in such a case, P may elect to
apply this paragraph (d) to the transaction.
If such an election is made, this paragraph
(d) will apply with respect to the entire ag-
gregate attribute reduction amount deter-
mined in the transaction. Such an election
is made in the manner provided in para-
graph (e)(5) of this section.

(3) Attribute reduction amount—(i) In
general. S’s attribute reduction amount is
the lesser of—

(A) The net stock loss (as defined in
paragraph (d)(3)(ii) of this section); and

(B) S’s aggregate inside loss (as defined
in paragraph (d)(3)(iii) of this section).

(ii) Net stock loss. The net stock loss is
the excess, if any, of—

(A) The aggregate basis of all shares
of S stock transferred by members in the
transaction; over

(B) The aggregate value of those shares.
(iii) Aggregate inside loss—(A) In gen-

eral. S’s aggregate inside loss is the ex-
cess, if any, of—

(1) S’s net inside attribute amount; over
(2) The value of all outstanding shares

of S stock.
(B) Net inside attribute amount. S’s

net inside attribute amount generally has
the same meaning as in paragraph (c)(5)
of this section. However, if S holds stock
of a lower-tier subsidiary, the provisions
of paragraph (d)(5) of this section (and not
the provisions of paragraph (c)(6) of this
section) modify the computation of S’s net
inside attribute amount for purposes of this
paragraph (d).

(iv) Lower-tier subsidiaries. See para-
graph (d)(5) of this section for special rules
relating to the application of this paragraph
(d) if S owns shares of stock of a sub-
sidiary.

(4) Application of attribute reduction
amount—(i) Attributes available for re-
duction. S’s attributes available for reduc-
tion under this paragraph (d) are—
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(A) Category A. Capital loss carry-
overs;

(B) Category B. Net operating loss car-
ryovers;

(C) Category C. Deferred deductions;
and

(D) Category D. Basis of assets other
than assets identified as Class I assets in
§1.338–6(b)(1).

(ii) Rules of application—(A) Category
A, Category B, and Category C attributes.
S’s attribute reduction amount is first allo-
cated and applied to reduce the attributes
in Category A, Category B, and Category
C.

(1) Attribute reduction amount less than
total attributes in Category A, Category B,
and Category C. If S’s attribute reduction
amount is less than S’s total attributes in
Category A, Category B, and Category C,
all of S’s attribute reduction amount will
be applied to reduce such attributes. How-
ever, P may specify the allocation of S’s
attribute reduction amount among such at-
tributes. An election to specify the allo-
cation of S’s attribute reduction amount is
made in the manner provided in paragraph
(e)(5) of this section. To the extent that
P does not specify an allocation of S’s at-
tribute reduction amount, S’s attribute re-
duction amount will be applied to reduce
any Category A attributes not reduced as a
result of the specific allocation of S’s at-
tribute reduction amount, from oldest to
newest, until they are eliminated. Then,
any remaining attribute reduction amount
will be applied to reduce any Category B
attributes not reduced as a result of the spe-
cific allocation of S’s attribute reduction
amount, from oldest to newest, until they
are eliminated. Finally, any remaining at-
tribute reduction amount will be applied to
reduce any Category C attributes not re-
duced as a result of the specific allocation
of S’s attribute reduction amount, propor-
tionately.

(2) Attribute reduction amount not less
than the total attributes in Category A,
Category B, and Category C. If S’s at-
tribute reduction amount equals or exceeds
S’s total attributes in Category A, Cate-
gory B, and Category C, all such attributes
are eliminated and any remaining attribute
reduction amount is allocated and applied
as provided in paragraphs (d)(4)(ii)(B) and
(d)(4)(ii)(C) of this section.

(B) Category D attributes. Any at-
tribute reduction amount not applied to re-

duce S’s Category A, Category B, and Cat-
egory C attributes is allocated and applied
as provided in this paragraph (d)(4)(ii)(B)
and, to the extent applicable, paragraph
(d)(5) of this section.

(1) Allocation if S holds stock of an-
other subsidiary. If S holds shares of
stock of another subsidiary, the attribute
reduction amount not applied to reduce
S’s Category A, Category B, and Category
C attributes is first allocated between S’s
shares of lower-tier subsidiary stock and
S’s other Category D assets in the man-
ner provided in paragraph (d)(5)(ii) of this
section. S’s attribute reduction amount al-
located to shares of lower-tier subsidiary
stock is applied to reduce S’s bases in
those shares, becomes an attribute reduc-
tion amount of the lower-tier subsidiary,
and, subject to certain limitations, reduces
the lower-tier subsidiary’s attributes. See
paragraphs (d)(5)(iii) through (d)(5)(vi) of
this section.

(2) Allocation and application of at-
tribute reduction amount not applied to
lower-tier subsidiary stock. Any portion
of S’s attribute reduction amount not ap-
plied to reduce S’s Category A, Category
B, and Category C attributes and not allo-
cated to lower-tier subsidiary stock is allo-
cated to S’s Category D assets other than
lower-tier subsidiary stock in the manner
provided in this paragraph (d)(4)(ii)(B)(2).
Such amount is first allocated to S’s bases
(if any) in its assets identified as Class VII
assets in §1.338–6(b)(2)(vii). If the at-
tribute reduction amount allocated to Class
VII assets is less than S’s aggregate basis
in those assets, it is applied proportionately
(by basis) to reduce the bases of such as-
sets. If the attribute reduction amount al-
located to Class VII assets equals or ex-
ceeds S’s aggregate basis in those assets, it
is applied to reduce the bases of such assets
to zero. Any remaining attribute reduc-
tion amount is then allocated and applied
in the same manner to reduce S’s bases (if
any) in assets identified as Class VI assets
in §1.338–6(b)(2)(vi), and then to reduce
S’s bases (if any) in its assets identified in
§1.338–6(b)(2) as Class V, Class IV, Class
III, and Class II, successively.

(C) Attribute reduction amount exceed-
ing attributes available for reduction. If
the amount to be allocated and applied to
attributes in Category D other than lower-
tier subsidiary stock exceeds the amount of
attributes in that category, then—

(1) To the extent of any liabilities
of S that are not taken into account for
tax purposes before the transfer, such
excess amount is suspended. The sus-
pended amount is applied proportion-
ately to reduce any amounts attributable
to S that would be deductible or cap-
italizable as a result of such liabilities
being taken into account by S or any
other person. Solely for purposes of this
paragraph (d)(4)(ii)(C)(1) and paragraph
(d)(5)(ii)(B) of this section, the term lia-
bility means any liability or obligation the
satisfaction of which would be required to
be capitalized as an assumed liability by a
person that purchased all of S’s assets and
assumed all of S’s liabilities in a single
transaction.

(2) To the extent such excess amount is
greater than any amount suspended under
paragraph (d)(4)(ii)(C)(1) of this section, it
is disregarded and has no further effect.

(iii) Time and effect of attribute reduc-
tion. In general, the reduction of attributes
is effective immediately before the trans-
fer of a loss share of S stock. If the re-
duction to a member’s basis in a share of
lower-tier subsidiary stock exceeds the ba-
sis of that share, to the extent the excess is
not restored under paragraph (d)(5)(vi) of
this section it is an excess loss account in
that share (and such excess loss account is
not taken into account under §1.1502–19
or otherwise as a result of the transaction).
The reductions to attributes required un-
der this paragraph (d)(4), including by rea-
son of paragraph (d)(5)(v) of this section
(tier down of attribute reduction amounts
to lower-tier subsidiaries), are not noncap-
ital, nondeductible expenses described in
§1.1502–32(b)(2)(iii).

(5) Special rules applicable if S holds
stock of another subsidiary. If S holds
shares of stock of any other subsidiary (S1)
as of a transfer of loss shares of S stock, the
rules of this paragraph (d)(5) apply with
respect to each such subsidiary.

(i) Treatment of lower-tier subsidiary
stock for computation of S’s attribute
reduction amount. For purposes of deter-
mining S’s net inside attribute amount and
attribute reduction amount under para-
graph (d)(3) of this section—

(A) Single share. All of S’s shares of
S1 stock held as of the transfer of S stock
(whether or not transferred in, or held by
S immediately after, the transaction) are
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treated as a single share of stock (generally
referred to as the S1 stock); and

(B) Deemed basis. S’s basis in its S1
stock is treated as its deemed basis in the
stock, which is equal to the greater of—

(1) The sum of S’s basis in each share
of S1 stock (adjusted to reflect any gain or
loss recognized on the transfer of any S1
shares in the transaction, whether allowed
or disallowed); and

(2) The portion of S1’s net inside at-
tribute amount allocable to S’s shares of S1
stock.

(C) Multiple tiers. For purposes of
computing deemed basis under paragraph
(d)(5)(i)(B) of this section, a subsidiary’s
basis in stock of a lower-tier subsidiary is
the deemed basis in that lower-tier sub-
sidiary stock. Thus, if stock is held in
multiple tiers, the computation of deemed
basis begins at the lowest tier, so that the
computation of deemed basis at each tier
takes into account the deemed basis of all
lower-tier shares.

(ii) Allocation of S’s attribute reduc-
tion amount between lower-tier subsidiary
stock and other Category D assets. The
portion of S’s attribute reduction amount
that is not applied to reduce S’s Category
A, Category B, and Category C attributes
must be allocated between each of S’s
deemed single shares of S1 stock and all
of S’s other Category D assets. For this
purpose, S’s Category D assets other than
lower-tier subsidiary stock are treated as
one asset with a basis equal to the aggre-
gate bases of all Category D assets other
than lower-tier subsidiary stock (non-stock
Category D asset). S’s attribute reduc-
tion amount is allocated proportionately
(by basis) between (among) the non-stock
Category D asset and S’s deemed single
share(s) of subsidary stock. (See para-
graphs (d)(4)(ii)(B)(2) and (d)(4)(ii)(C) of
this section regarding the portion of S’s
attribute reduction amount allocated to the
Category D assets other than lower-tier
subsidiary stock.) For allocation purposes,
S’s basis in each deemed single share
of S1 stock is its deemed basis (deter-
mined under paragraphs (d)(5)(i)(B) and
(d)(5)(i)(C) of this section), reduced by—

(A) The value of S’s transferred shares
of S1 stock; and

(B) The nontransferred S1 shares’
allocable portion of the excess of S1’s
non-loss assets over S1’s liabilities (in-
cluding liabilities described in paragraph

(d)(4)(ii)(C)(1) of this section). For this
purpose, S1’s non-loss assets are—

(1) S1’s assets identified as Class I as-
sets in §1.338–6(b)(1),

(2) The value of S1’s transferred shares
of lower-tier subsidiary stock, and

(3) The nontransferred lower-tier
subsidiary shares’ allocable portions of
lower-tier non-loss assets (net of liabil-
ities, including liabilities described in
paragraph (d)(4)(ii)(C)(1) of this section)
of all lower-tier subsidiaries.

(iii) Application of attribute reduction
amount to S’s S1 stock. The portion of S’s
attribute reduction amount allocated under
paragraph (d)(5)(ii) of this section to each
deemed single share of S1 stock (allocated
attribute reduction amount) is apportioned
among, and applied to reduce S’s bases
in, individual S1 shares in accordance with
the following—

(A) No portion of the allocated attribute
reduction amount is apportioned to an indi-
vidual share of transferred S1 stock if gain
or loss is recognized on its transfer (recog-
nition transfer);

(B) The allocated attribute reduction
amount is apportioned among all of S’s
other shares of S1 stock in a manner
that, first reduces the loss in and dispar-
ity among S’s bases in loss shares of S1
preferred stock to the greatest extent possi-
ble, and then reduces the disparity among
S’s bases in the shares of S1 common
stock (other than those transferred in a
recognition transfer) to the greatest extent
possible;

(C) The allocated attribute reduction
amount apportioned to an individual S1
share is applied to reduce the basis of that
share to, but not below, value if the share
is either a preferred share or a common
share that is transferred other than in a
recognition transfer; and

(D) The allocated attribute reduction
amount apportioned to an individual S1
share is applied to reduce the basis of that
share without regard to value if the share
is a common share that is not transferred
in the transaction.

(iv) Unapplied allocated attribute re-
duction amount. Any portion of the al-
located attribute reduction amount that is
not applied to reduce S’s basis in a share
of S1 stock has no effect on any other at-
tributes of S, it is not a noncapital, nonde-
ductible expense of S, and it does not cause
S to recognize income or gain. However,

such amounts continue to be part of the al-
located attribute reduction amount for pur-
poses of the tier down rule in paragraph
(d)(5)(v) of this section.

(v) Tier down of attribute reduction
amount—(A) General rule. The allocated
attribute reduction amount of each deemed
single share of S1 stock is an attribute
reduction amount of S1 (tier-down at-
tribute reduction amount). Accordingly,
the tier-down attribute reduction amount,
in combination with any attribute reduc-
tion amount computed with respect to the
transferred S1 shares (if any) (direct S1
attribute reduction amount), applies to re-
duce S1’s attributes under the provisions
of this paragraph (d). The tier-down at-
tribute reduction amount is an attribute
reduction amount of S1 that must be al-
located to S1’s assets, and may become
an allocated attribute reduction amount
of lower-tier subsidiary stock (and thus a
tier-down attribute reduction amount of
a lower-tier subsidiary), even if its appli-
cation to S1’s attributes is limited under
paragraph (d)(5)(v)(B) of this section.

(B) Conforming limitation on reduc-
tion of lower-tier subsidiary’s attributes.
Notwithstanding the general rule in para-
graph (d)(5)(v)(A) of this section, and
unless P elects otherwise in the manner
provided in paragraph (e)(5) of this sec-
tion, the application of S1’s tier-down
attribute reduction amount to S1’s at-
tributes is limited to an amount equal to
the excess of the portion of S1’s net inside
attribute amount that is allocable to all S1
shares held by members as of the trans-
action (whether or not transferred in the
transaction) over the sum of—

(1) Any direct S1 attribute reduction
amount;

(2) The aggregate value of all S1 shares
transferred by members in the transaction
with respect to which gain or loss was rec-
ognized (recognition transfer);

(3) The sum of all members’ bases
(after any reduction under this section,
including this paragraph (d)) in any shares
of S1 stock transferred by members in
the transaction (other than in a recogni-
tion transfer), reduced by any direct S1
attribute reduction amount computed with
respect to the transfer of such S1 shares;
and

(4) The sum of all members’ bases (af-
ter any reduction under this section, in-
cluding this paragraph (d)) in any non-
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transferred shares of S1 stock held as of the
transaction.

(vi) Stock basis restoration—(A) In
general. After paragraph (d)(5)(v) of
this section has applied with respect to
all shares of subsidiary stock transferred
in the transaction, lower-tier subsidiary
stock basis is restored under this para-
graph (d)(5)(vi). Under this paragraph
(d)(5)(vi), the reductions to members’
bases in shares of lower-tier subsidiary
stock under paragraph (d)(5)(iii) of this
section are reversed to the extent neces-
sary to restore such bases to an amount
that conforms the basis of each such share
to its allocable portion of the subsidiary’s
net inside attribute amount, taking into ac-
count any reductions under this paragraph
(d). Restoration adjustments are first made
at the lowest tier and then at each next
higher tier successively. Restoration ad-
justments do not tier up to affect the bases
of higher-tier shares. Rather, restoration is
computed and applied separately at each
tier. For purposes of this rule, when com-
puting a subsidiary’s net inside attribute
amount—

(1) The subsidiary’s basis in stock of
a lower-tier subsidiary is the actual basis
of the stock after application of this para-
graph (d); and

(2) Any attribute reduction amount
allocated to the subsidiary’s Category D
assets other than lower-tier subsidiary
stock that is suspended under paragraph
(d)(4)(ii)(C)(1) of this section is treated
as reducing the subsidiary’s net inside at-
tribute amount.

(B) Election not to restore basis.
Notwithstanding paragraph (d)(5)(vi)(A)
of this section, P may elect not to re-
store basis in stock of a lower-tier sub-
sidiary that was reduced under paragraph
(d)(5)(iii) of this section. An election not
to restore lower-tier subsidiary stock basis
is made in the manner provided in para-
graph (e)(5) of this section.

(6) Elections to reduce the potential for
loss duplication—(i) In general. Notwith-
standing the general operation of this para-
graph (d), P may elect to reduce the poten-
tial for loss duplication, and thereby reduce
or avoid attribute reduction. To the ex-
tent of S’s attribute reduction amount ten-
tatively computed without regard to any
election under this paragraph (d)(6), P may
elect—

(A) To reduce all or any portion (in-
cluding any portion in excess of a specified
amount) of members’ bases in transferred
loss shares of S stock;

(B) To reattribute all or any portion (in-
cluding any portion in excess of a specified
amount) of S’s Category A, Category B,
and Category C attributes (including such
attributes of lower-tier subsidiaries), to the
extent they would otherwise be subject to
reduction under this paragraph (d); or

(C) Any combination thereof.
(ii) Manner and effect of election. An

election to reduce loss duplication under
this paragraph (d)(6) is made in the manner
provided in paragraph (e)(5) of this sec-
tion. Although such elections are irrevo-
cable, they have no effect—

(A) If there is no attribute reduction
amount; or

(B) To the extent S’s attribute reduction
amount is less than the amount specified in
the election.

(iii) Order of application—(A) Stock of
one subsidiary transferred in the transac-
tion. If shares of stock of only one sub-
sidiary are transferred in the transaction,
any stock basis reduction and reattribu-
tion of attributes (including from lower-
tier subsidiaries) is deemed to occur imme-
diately before the application of this para-
graph (d). If a transferred share is still a
loss share after giving effect to this elec-
tion, the other provisions of this paragraph
(d) then apply with respect to that share.

(B) Stock of multiple subsidiaries trans-
ferred in the transaction. If shares of stock
of more than one subsidiary are transferred
in the transaction and elections under this
paragraph (d)(6) are made with respect to
transfers of stock of subsidiaries in mul-
tiple tiers, effect is given to the elections
from the lowest tier to the highest tier
in the manner provided in this paragraph
(d)(6)(iii)(B). The amount of the election
for the transfer at the lowest tier is deter-
mined by applying this paragraph (d) with
respect to the transferred loss shares of
this lowest-tier subsidiary immediately af-
ter applying paragraphs (b) and (c) of this
section to the stock of such subsidiary. The
effect of any stock basis reduction or reat-
tribution of losses immediately tiers up un-
der §1.1502–32 to adjust members’ bases
in higher-tier shares. Elections and adjust-
ments are then made with respect to trans-
fers at each next higher tier successively.

(iv) Special rules for reattribution elec-
tions—(A) In general. Because the reattri-
bution election is intended to provide the
group a means to retain certain S attributes,
and not to change the location of attributes
where S continues to be a member of the
same group as P, the election to reattribute
attributes may only be made if S becomes
a nonmember (within the meaning of
§1.1502–19(c)(2)) as a result of the trans-
action and S does not become a member of
any group that includes P. The election to
reattribute S’s attributes can only be made
for attributes in Category A, Category B,
and Category C. The attributes that would
otherwise be reduced under paragraph
(d)(4) of this section may be reattributed
to P. Accordingly, P may specify the at-
tributes in Category A, Category B, and
Category C to be reattributed. Such an
election is made in the manner provided
in paragraph (e)(5) of this section. To the
extent that P elects to reattribute attributes
but does not specify the attributes to be
reattributed, any attributes not specifi-
cally reattributed will be reattributed in
the default amount, order, and category
described in paragraph (d)(4)(ii)(A)(1) of
this section. P succeeds to reattributed
attributes as if such attributes were suc-
ceeded to in a transaction to which section
381(a) applies. Any owner shift of the
subsidiary (including any deemed owner
shift resulting from section 382(g)(4)(D)
or section 382(l)(3)) in connection with
the transaction is not taken into account
under section 382 with respect to the reat-
tributed attributes. (See §1.1502–96(d)
for rules relating to section 382 and the
reattribution of losses under this paragraph
(d)(6)). The reattribution of S’s attributes
is a noncapital, nondeductible expense
described in §1.1502–32(b)(2)(iii). See
§1.1502–32(c)(1)(ii)(A) regarding special
allocations applicable to such noncapital,
nondeductible expense. If P elects to reat-
tribute S attributes (including attributes
of a lower-tier subsidiary) and reduce S
stock basis, the reattribution is given effect
before the stock basis reduction.

(B) Insolvency limitation. If S, or any
higher-tier subsidiary, is insolvent within
the meaning of section 108(d)(3) at the
time of the transfer, S’s losses may be
reattributed only to the extent they exceed
the sum of the separate insolvencies of
any subsidiaries (taking into account only
S and its higher-tier subsidiaries) that are
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insolvent. For purposes of determining
insolvency, liabilities owed to higher-tier
members are not taken into account, and
stock of a subsidiary that is limited and
preferred as to dividends and that is not
owned by higher-tier members is treated
as a liability to the extent of the amount of
preferred distributions to which the stock
would be entitled if the subsidiary were
liquidated on the date of the transfer.

(C) Limitation on reattribution from
lower-tier subsidiaries. P’s ability to
reattribute attributes of lower-tier sub-
sidiaries is limited under this paragraph
(d)(6)(iv)(C) in order to prevent circular
computations of the attribute reduction
amount. Accordingly, attributes that
would otherwise be reduced as a result of
tier-down attribute reduction under para-
graph (d)(5)(v) of this section may only be
reattributed to the extent that the reduction
in the basis of any lower-tier subsidiary
stock resulting from the noncapital, non-
deductible expense (as allocated under
§1.1502–32(c)(1)(ii)(A)(2)) will not create
an excess loss account in any such stock.

(v) Special rules for stock basis re-
duction elections—(A) In general. An
election to reduce basis in S stock is made
with respect to all members’ bases in loss
shares of S stock that are transferred in
the transaction. The reduction is allocated
among all such shares in proportion to
the amount of loss on each share. This
reduction in S stock basis is a noncapi-
tal, nondeductible expense described in
§1.1502–32(b)(2)(iii) of the transferring
member.

(B) Adjustment to the attribute re-
duction amount. The attribute reduction
amount (determined under paragraph
(d)(3)(i) of this section) is treated as re-
duced by the amount of any elective
reduction in the basis of the S stock under
this paragraph (d)(6). Accordingly, the
election to reduce stock basis under this
paragraph (d)(6) is treated as reducing
or eliminating the duplication even if the
shares of S stock are loss shares after giv-
ing effect to the election.

(C) Deemed stock basis reduction elec-
tion in the case of certain disallowed stock
losses. If there is a net stock loss in trans-
ferred shares after taking into account
any actual elections under this paragraph
(d)(6), and the stock loss would otherwise
be permanently disallowed (for example,
under section 311(a)), P will be deemed to

have made a stock basis reduction election
equal to such net stock loss.

(7) Additional attribute reduction in the
case of certain transfers due to worthless-
ness and certain transfers not followed
by a separate return year—(i) In general.
Notwithstanding any other provision of
this paragraph (d), if a transfer is subject
to this paragraph (d)(7) any of S’s Cat-
egory A, Category B, and Category C
attributes not otherwise reduced or reat-
tributed under this paragraph (d), and any
credit carryover attributable to S, includ-
ing any consolidated credits that would
be apportioned to S under the principles
of §1.1502–79 if S had a separate return
year, are eliminated. Attributes other than
consolidated tax attributes are eliminated
under this paragraph (d)(7)(i) immedi-
ately before the transfer subject to this
paragraph (d)(7)(i). The elimination of
attributes under this paragraph (d)(7)(i) is
not a noncapital, nondeductible expense
described in §1.1502–32(b)(2)(iii).

(ii) Transfers subject to this paragraph
(d)(7). A transfer is subject to this para-
graph (d)(7) if—

(A) M transfers a share of S stock
solely by reason of a transfer defined in
paragraph (f)(10)(i)(D) of this section
(worthlessness where the provisions of
§1.1502–80(c) are satisfied), M recog-
nizes a net deduction or loss on the share,
and S is a member of the group on the day
following the last day of the group’s tax-
able year during which the share becomes
worthless under section 165 (taking into
account the provisions of §1.1502–80(c)),
or

(B) M recognizes a net deduction or loss
on the stock of S in a transaction in which
S ceases to be a member and does not be-
come a nonmember within the meaning of
§1.1502–19(c)(2).

(iii) Example. The application of this
paragraph (d) to transfers due to worthless-
ness and to loss transfers not followed by
separate return years is illustrated by the
following example.

Example. (i) Worthlessness where S continues as
a member. M owns the sole share of S stock. The
share is worthless under section 165. In addition, S
has disposed of all its assets within the meaning of
§1.1502–19(c)(1)(iii)(A) and therefore satisfies the
provisions of §1.1502–80(c). M claims a worthless
securities deduction with respect to the share. The
worthlessness is a transfer of the S share, a loss share,
and therefore subject to this section. After the appli-
cation of paragraphs (b) and (c) of this section, M’s

basis in the share (and therefore M’s net stock loss)
is $75. The portion of the consolidated net operating
loss attributable to S is $100. Under the general rules
of this paragraph (d), S’s attribute reduction amount
is $75 (the lesser of M’s $75 net stock loss and S’s
$100 aggregate inside loss ($100 net inside attribute
amount over $0 value of S share). S’s attributes are
reduced by $75, from $100 to $25. In addition, if S re-
mains a member of the P group, this paragraph (d)(7)
applies to eliminate the remaining $25 of the consol-
idated net operating loss attributable to S because the
S share is worthless, and M recognizes a deduction
(taking into account §1.1502–80(c)) with respect to
the share. Accordingly, after the application of this
section, M recognizes a $75 worthless securities de-
duction, S has $0 net inside attributes, and the consol-
idated net operating loss is reduced by a total of $100.

(ii) Dissolution of insolvent subsidiary. The facts
are the same as in paragraph (i) of this Example, ex-
cept that S is insolvent, does not dispose of all its as-
sets within the meaning of §1.1502–19(c)(1)(iii)(A),
M causes S to be legally dissolved, and the S share
held by M is cancelled without consideration. Under
paragraph (d)(7)(ii)(B) of this section, the dissolution
of S is subject to this paragraph (d)(7) and the result is
the same as in paragraph (i) of this Example. The re-
sult would also be the same if instead of being legally
dissolved, S was converted into an entity that is dis-
regarded as separate from M.

(iii) Stock cancelled in connection with a section
381(a) transaction with another member. M owns the
sole share of S common stock with a basis of $75.
M1 owns the sole share of S preferred stock. The
value of S’s assets (net of liabilities) is less than the
liquidation preference on the S preferred stock. In
a reorganization described in section 368(a)(1)(D), S
transfers all of its assets to M2 in exchange for M2
common stock and M2’s assumption of S’s liabilities,
S distributes all of the M2 common stock received
in the exchange to M1 in exchange for M1’s S pre-
ferred stock, the S common stock held by M is can-
celled without consideration, and S ceases to exist.
Notwithstanding that M is not entitled to treat its com-
mon share of S stock as worthless until §1.1502–80(c)
is satisfied, M’s share is transferred within the mean-
ing of paragraph (f)(10)(i)(A) of this section because
M ceases to own the share in a transaction in which,
but for this section (and notwithstanding the deferral
of any amount recognized on the transfer, other than
by reason of §1.1502–13), M would recognize a loss
or deduction with respect to the share. Accordingly,
there is a transfer of the S common share and this sec-
tion applies to the transfer. There are no adjustments
under paragraphs (b) or (c) of this section because
no investment adjustments have been applied to the
bases of the shares. The transfer of the S common
stock is subject to the general rules of this paragraph
(d), but is not subject to the additional attribute re-
duction under this paragraph (d)(7) because the trans-
fer was not solely by reason of worthlessness where
§1.1502–80(c) is satisfied, and S did not cease to be
a member because M2 is a successor to S.

(iv) Stock cancelled in connection with a section
381(a) transaction with a nonmember. The facts are
the same as in paragraph (iii) of this Example, ex-
cept that the S preferred share is held by X, instead
of M2 acquiring S’s assets, S merges into Y in a re-
organization described in section 368(a)(1)(A), M1
receives all of the Y stock issued in the merger in ex-
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change for M1’s S preferred stock, and Y does not
become a member as a result of the transaction. M
treats the cancelled S common stock as worthless, and
§1.1502–80(c) is satisfied because S ceases to be a
member. In this case, there is a transfer of M’s S com-
mon share because it becomes worthless (taking into
account §1.1502–80(c)); because M ceases to own
the share in a transaction in which, but for this sec-
tion (and notwithstanding the deferral of any amount
recognized on the transfer, other than by reason of
§1.1502–13), M would recognize a loss or deduction
with respect to the share; and because M and S cease
to be members of the same group. The transfer of the
S common stock is subject to the general rules of this
paragraph (d), but is not subject to the additional at-
tribute reduction under this paragraph (d)(7) because
the transfer was not solely by reason of worthlessness
where §1.1502–80(c) is satisfied and, although S did
cease to be a member, S became a nonmember within
the meaning of §1.1502–19(c)(2) because Y is a suc-
cessor to S.

(8) Examples. The application of this
paragraph (d) is illustrated by the follow-
ing examples:

Example 1. Computation of attribute reduction
amount. (i) Transfer of all S shares. (A) Facts. M
owns all 100 of the outstanding shares of S stock with
a basis of $2 per share. S owns land with a basis of
$100, has a $120 loss carryover, and has no liabili-
ties. Each share has a value of $1. M sells 30 of the S
shares to X for $30. As a result of the sale, M and S
cease to be members of the same group. Accordingly,
all 100 of the S shares are transferred. See paragraphs
(f)(10)(i)(A), (f)(10)(i)(B), and (f)(10)(i)(C) (with re-
spect to the 30 S shares sold to X) of this section. M’s
transfer of the S shares is a transfer of loss shares and
therefore subject to this section.

(B) Application of paragraphs (b) and (c) of this
section. Although the transfer is subject to this sec-
tion, there is no basis redetermination under para-
graph (b) of this section because there is no disparity
among M’s bases in shares of S common stock and
there are no shares of S preferred stock outstanding
(so there can be no unrecognized gain or loss on pre-
ferred stock). See paragraph (b)(1)(ii)(A) of this sec-
tion. Therefore, after the application of paragraph (b)
of this section, the share is still a loss share and, as
such, subject to paragraph (c) of this section. No ad-
justment is required under paragraph (c) of this sec-
tion because the net positive adjustment is $0. See

paragraph (c)(3) of this section. Thus, after the appli-
cation of paragraph (c) of this section, M’s transfer of
the S shares is still a transfer of loss shares and, ac-
cordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
Under this paragraph (d), S’s attributes are reduced
by S’s attribute reduction amount. Paragraph (d)(3)
of this section provides that S’s attribute reduction
amount is the lesser of the net stock loss and S’s
aggregate inside loss. The net stock loss is the ex-
cess of the $200 aggregate bases of the transferred
shares over the $100 aggregate value of the trans-
ferred shares, or $100. S’s aggregate inside loss is the
excess of its $220 net inside attribute amount (the sum
of the $100 basis in the land and the $120 loss carry-
over) over the $100 value of all outstanding S shares,
or $120. The attribute reduction amount is therefore
the lesser of the $100 net stock loss and the $120 ag-
gregate inside loss, or $100. Under paragraph (d)(4)
of this section, S’s $100 attribute reduction amount is
allocated and applied to reduce S’s $120 loss carry-
over to $20. Under paragraph (d)(4)(iii) of this sec-
tion, the reduction of the loss carryover is not a non-
capital, nondeductible expense and has no effect on
M’s basis in the S stock.

(ii) Transfer of less than all S shares. (A) Facts.
The facts are the same as in paragraph (i)(A) of this
Example 1, except that M only sells 20 S shares to X.
M’s sale of the 20 S shares is a transfer of loss shares
and therefore subject to this section. See paragraph
(f)(10)(i)(A) and (f)(10)(i)(C) of this section. (There
is no transfer of the remaining shares because S and
M remain members of the same group.)

(B) Application of paragraphs (b) and (c) of this
section. No adjustment is required under paragraph
(b) or paragraph (c) of this section for the reasons set
forth in paragraph (i)(B) of this Example 1. Thus,
after the application of paragraph (c) of this section,
M’s transfer of the S shares is still a transfer of loss
shares and, accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
Under this paragraph (d), S’s attributes are reduced
by S’s attribute reduction amount. Paragraph (d)(3)
of this section provides that S’s attribute reduction
amount is the lesser of the net stock loss and S’s ag-
gregate inside loss. The net stock loss is $20, the
excess of the $40 aggregate bases of the transferred
shares over the $20 aggregate value of the transferred
shares. S’s aggregate inside loss is $120, the excess
of its $220 net inside attribute amount (the sum of the
$100 basis in the land and the $120 loss carryover)

over the $100 value of all outstanding S shares. The
attribute reduction amount is therefore $20, the lesser
of the $20 net stock loss and the $120 aggregate inside
loss. Under paragraph (d)(4) of this section, S’s $20
attribute reduction amount is allocated and applied to
reduce S’s $120 loss carryover to $100.

Example 2. Proportionate allocation of attribute
reduction amount. (i) Facts. M owns the sole out-
standing share of S stock with a basis of $150. S
owns land with a basis of $60, a factory with a ba-
sis of $30, publicly traded property with a basis of
$30 and goodwill with a basis of $30. M sells its
S share for $90. M’s sale of the S share is a trans-
fer of a loss share and therefore subject to this sec-
tion. See paragraphs (f)(10)(i)(A), (f)(10)(i)(B), and
(f)(10)(i)(C) of this section.

(ii) Application of paragraphs (b) and (c) of
this section. Although the transfer is subject to this
section, there is no basis redetermination under para-
graph (b) of this section because there is only one
share of S stock outstanding (and so there can be no
disparity among members’ bases in common shares
and there are no outstanding preferred shares with
respect to which there can be unrecognized gain or
loss). See paragraph (b)(1)(ii)(A) of this section.
Therefore, after the application of paragraph (b) of
this section, the share is still a loss share and, as
such, subject to paragraph (c) of this section. No
adjustment is required under paragraph (c) of this
section because both the disconformity amount and
the net positive adjustment are $0. See paragraph
(c)(3) of this section. Thus, after the application of
paragraph (c) of this section, M’s sale of the S share
is still a transfer of a loss share and, accordingly,
subject to this paragraph (d).

(iii) Attribute reduction under this paragraph (d).
Under paragraph (d)(3) of this section, S’s attribute
reduction amount is determined to be $60, the lesser
of the $60 net stock loss ($150 basis over $90 value)
and S’s $60 aggregate inside loss (the excess of S’s
$150 net inside attribute amount (the $60 basis of the
land, plus the $30 basis of the factory, plus the $30 ba-
sis of the publicly traded property, plus the $30 basis
of the goodwill) over the $90 value of the S share).
Under paragraph (d)(4)(ii)(B)(2) of this section, the
$60 attribute reduction amount is allocated and ap-
plied to reduce S’s bases in its Category D assets, S’s
only attributes available for reduction, as follows:

Available attributes,
Basis in Category D assets

Attribute amount Allocable portion of attribute
reduction amount

Adjusted attribute amount

Class VII, Goodwill $ 30 $30 $ 0

Class V

Land $ 60 (60/90 x $60) $40 $20

Factory $ 30 (30/90 x $60) $20 $10

Total Class V $ 90 $60 $30

Class II, publicly traded property $ 30 $ 0 $30

Totals $150 $60 $90
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Example 3. Attribute reduction amount less than
total attributes in Category, A, Category B, and Cat-
egory C. (i) No election to prescribe the allocation of
S’s attribute reduction amount. (A) Facts. P owns

the sole outstanding share of M stock with a basis of
$1,000 and M owns the sole outstanding share of S
stock with a basis of $210. M sells its S share to X
for $100. M’s sale of the S share is a transfer of a loss

share and therefore subject to this section. See para-
graphs (f)(10)(i)(A), (f)(10)(i)(B), and (f)(10)(i)(C)
of this section. At the time of the sale, S has no li-
abilities and the following attributes:

Category Attribute Attribute amount

Category A Capital loss carryover $ 10

Category B NOL carryover $200

Category C Deferred deductions $ 40

Category D, Class V Basis in Land $ 50

Total Attributes $300

(B) Application of paragraphs (b) and (c) of
this section. Although the transfer is subject to this
section, there is no basis redetermination under para-
graph (b) of this section because there is only one
share of S stock outstanding (and so there can be no
disparity among members’ bases in common shares
and there are no outstanding preferred shares with
respect to which there can be unrecognized gain or
loss). See paragraph (b)(1)(ii)(A) of this section.
Therefore, after the application of paragraph (b) of
this section, the share is still a loss share and, as such,
subject to paragraph (c) of this section. No adjust-

ment is required under paragraph (c) of this section
because both the disconformity amount and the net
positive adjustment are $0. See paragraph (c)(3) of
this section. Thus, after the application of paragraph
(c) of this section, M’s transfer of the S share is still
a transfer of a loss share and, accordingly, subject to
this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of the $110 net stock loss
($210 basis over $100 value) and S’s aggregate in-

side loss. S’s aggregate inside loss is $200 (S’s $300
net inside attribute amount (the $10 capital loss car-
ryover, plus the $200 NOL carryover, plus the $40
deferred deductions, plus the $50 basis in land) less
the $100 value of all outstanding S shares). Thus,
the attribute reduction amount is $110, the lesser of
the $110 net stock loss and S’s $200 aggregate inside
loss. Under paragraph (d)(4)(ii)(A)(1) of this section,
the $110 attribute reduction amount is allocated and
applied to reduce S’s attributes as follows:

Category Attribute Attribute
amount

Allocation of attribute
reduction amount

Adjusted attribute
amount

Category A Capital loss carryover $ 10 $ 10 $ 0

Category B NOL carryover $200 $100 $100

Category C Deferred deductions $ 40 $ 0 $ 40

Category D, Class V Basis in land $ 50 $ 0 $ 50

Totals $300 $110 $190

(ii) Election to prescribe the allocation of at-
tribute reduction amount. (A) Facts. The facts are
the same as in paragraph (i)(A) of this Example 3,
except that, P elects to allocate the attribute reduction
amount to eliminate the Category C attributes, pre-
serve the capital loss carryover, and reduce Category
B attributes.

(B) Application of paragraphs (b) and (c) of this
section. No adjustment is required under paragraph
(b) or paragraph (c) of this section for the reasons set
forth in paragraph (i)(B) of this Example 3. Thus,
after the application of paragraph (c) of this section,
M’s sale of the S share is still a transfer of a loss share,
and accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
For the reasons set forth in paragraph (i)(C) of this
Example 3, under this paragraph (d)(3), S’s attribute
reduction amount is determined to be $110. M elects
to apply S’s $110 attribute reduction amount as fol-
lows:

Category Attribute Attribute
amount

Allocation of attribute
reduction amount

Adjusted attribute
amount

Category A Capital loss carryover $ 10 $ 0 $ 10

Category B NOL carryover $200 $ 70 $130

Category C Deferred deductions $ 40 $ 40 $ 0

Category D, Class V Basis of land $ 50 $ 0 $ 50

Totals $300 $110 $190

Example 4. Attributes attributable to liability not
taken into account. (i) S operates one business. (A)
Facts. On January 1, year 1, M forms S by exchang-
ing $150 for the sole outstanding share of S stock. In
year 1, S earns $500, purchases land for $50, spends
$100 to build a factory on that land, and then pur-
chases publicly traded property for $250. In year 2,

S earns a section 38 general business credit of $50.
However, pollution generated by S’s business gives
rise to an environmental remediation liability under
Federal law that would be required to be capitalized if
a person purchased S’s assets and assumed the liabil-
ity. Before any amounts have been taken into account
with respect to the environmental remediation liabil-

ity, when the liability has a present value of $500,
M sells its S share to X for $150. After giving ef-
fect to all other provisions of law, M’s basis in the
S share is $650 (the original basis of $150 increased
under §1.1502–32 by $500 for the income earned).
The sale is therefore a transfer of a loss share of sub-
sidiary stock and subject to this section. See para-
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graphs (f)(10)(i)(A), (f)(10)(i)(B), and (f)(10)(i)(C)
of this section.

(B) Application of paragraphs (b) and (c) of
this section. Although the transfer is subject to this
section, there is no basis redetermination under para-
graph (b) of this section because there is only one
share of S stock outstanding (and so there can be no
disparity among members’ bases in common shares
and there are no outstanding preferred shares with
respect to which there can be unrecognized gain or
loss). See paragraph (b)(1)(ii)(A) of this section.
Therefore, after the application of paragraph (b) of

this section, the share is still a loss share and, as
such, subject to paragraph (c) of this section. No
adjustment to basis is made under paragraph (c)
of this section because, although the net positive
adjustment is $500, the disconformity amount is $0.
See paragraph (c)(3) of this section. Thus, after the
application of paragraph (c) of this section, M’s sale
of the S share is still a transfer of a loss share and,
accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Under paragraph (d)(3) of this section, S’s at-
tribute reduction amount is the lesser of the $500 net

stock loss ($650 basis over $150 value) and the aggre-
gate inside loss. The aggregate inside loss is $500,
computed as the excess of S’s $650 net inside at-
tribute amount (the sum of S’s $100 basis in the fac-
tory, $50 basis in the land, $250 basis in the publicly
traded property, and $250 cash remaining after the
purchases) over the $150 value of the S share. Thus,
S’s attribute reduction amount is $500, the lesser of
the $500 net stock loss and the $500 aggregate inside
loss. Under paragraph (d)(4)(ii)(B)(2) of this section,
S’s $500 attribute reduction amount is allocated and
applied to reduce S’s attributes as follows:

Available attributes Attribute amount Allocable portion of attribute
reduction amount

Adjusted attribute amount

Category D

Class V Assets

Basis of factory $100 $100 $0

Basis of land $ 50 $ 50 $0

Class II Assets

Publicly traded property $250 $250 $0

(2) The remaining $100 attribute reduction
amount is not applied to S’s $250 cash (Class I asset)
or to S’s $50 general business tax credit. Under the
general rule of this paragraph (d), that remaining
$100 attribute reduction amount would have no fur-
ther effect on S’s attributes. However, S has a $500
liability that has not been taken into account. There-
fore, under paragraph (d)(4)(ii)(C)(1) of this section,
the remaining $100 attribute reduction amount is
suspended and will be allocated and applied to reduce
any amounts that become deductible or capitalizable
as a result of the environmental remediation liabil-
ity later being taken into account. If the liability
is satisfied for an amount that is less than $100,
under paragraph (d)(4)(ii)(C)(2) of this section the
remaining portion of that $100 suspended attribute
reduction amount is disregarded and has no further
effect.

(ii) Lower-tier subsidiary with additional liabil-
ity. (A) Facts. The facts are the same as in paragraph
(i)(A) of Example 4, except that, in addition, S ex-
changed $50 for the sole outstanding share of stock
of S1. S1 has $50 and equipment with an aggregate
basis of $0. S1 also has employee medical expense
liabilities that have not been taken into account and
that would be required to be capitalized if a person
purchased S1’s assets and assumed the liabilities. At
the time of the sale, S’s environmental remediation li-
ability had a present value of $475 and S1’s employee
medical expenses had a present value of $25. For the
reasons set forth in paragraph (i)(A) of this Example
4, M’s sale of the S share is a transfer of a loss share
and therefore subject to this section.

(B) Application of paragraphs (b) and (c) of this
section. No adjustment is made under paragraph (b)
or paragraph (c) of this section for the reasons set
forth in paragraph (i)(B) of this Example 4. Thus,
after the application of paragraph (c) of this section,
M’s sale of the S share is still a transfer of a loss share
and, accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of the $500 net stock loss
($650 basis over $150 value) and the aggregate inside
loss. The aggregate inside loss is the excess of S’s net
inside attribute amount over the value of the S share.
Under paragraphs (d)(3)(iii)(B) and (d)(5)(i)(B) of
this section, S’s net inside attribute amount is deter-
mined by using S’s $50 deemed basis in the S1 share
(the greater of S’s $50 actual basis in the share and
S1’s $50 net inside attribute amount). Accordingly,
S’s net inside attribute amount is $650 (the sum of
its $100 basis in the factory, $50 basis in the land,
$250 basis in the publicly traded property, $200 cash,
and $50 deemed basis in its S1 share). The aggre-
gate inside loss is $500, the excess of S’s $650 net
inside attribute amount over the $150 value of the S
share. Thus, S’s attribute reduction amount is $500,
the lesser of the $500 net stock loss and S’s $500 ag-
gregate inside loss.

(2) Allocation, apportionment, and application of
attribute reduction amount. Under paragraphs (d)(4)
and (d)(5)(ii) of this section, S’s $500 attribute reduc-
tion amount is allocated proportionately (by basis)
between its S1 share and its non-stock Category D as-
set (consisting of all S’s Category D assets other than
its share of S1 stock, with a basis equal to $600, the
aggregate basis of S’s non-stock assets). However,
under paragraph (d)(5)(ii) of this section, for purposes
of allocating S’s attribute reduction amount between
its non-stock Category D asset and the S1 share, S’s
$50 deemed basis in its S1 share is treated as reduced
by S1’s $25 net non-loss assets (its Class I asset, $50
cash over S1’s liabilities (which, for this purpose in-
clude the $25 of employee medical expense liabilities
not taken into account as of the transfer)). As a re-
sult, S’s attribute reduction amount is allocated $480
(600/625 x 500) to S’s non-stock Category D asset
and $20 (25/625 x 500) to the S1 share. The $480
attribute reduction amount allocated to S’s non-stock

Category D asset produces the same reduction in the
bases of S’s assets (other than the S1 stock) as in
paragraph (i)(C) of this Example 4; in addition, the
$80 attribute reduction amount not applied to reduce
S’s attributes is suspended and applied to reduce any
amounts that become deductible or capitalizable as a
result of the environmental remediation liability later
being taken into account. If the liability is satisfied
for an amount that is less than $80, under paragraph
(d)(4)(ii)(C)(2) of this section the remaining portion
of that $80 suspended attribute reduction amount is
disregarded and has no further effect. Because the S1
share is not transferred within the meaning of para-
graph (f)(10) of this section, the allocated attribute
reduction amount apportioned to the S1 share is ap-
plied fully to reduce the basis of the S1 share to $30.
See paragraph (d)(5)(iii) of this section.

(D) Tier down of S’s attribute reduction amount.
The $20 portion of S’s attribute reduction amount
allocated to the S1 share is an attribute reduction
amount of S1. Because S1 holds only cash, it has
no attributes available for reduction under this para-
graph (d). However, because S1 has a $25 liability
not taken into account for tax purposes, paragraph
(d)(4)(ii)(C)(1) of this section requires that $20 of the
unapplied attribute reduction amount be suspended
and then allocated and applied to reduce any amounts
that become deductible or capitalizable as a result of
the employee medical expense liabilities later being
taken into account. If these liabilities are satisfied
for an amount that is less than $20, under paragraph
(d)(4)(ii)(C)(2) of this section the remaining portion
of that $20 suspended attribute reduction amount is
disregarded and has no further effect.

Example 5. Wholly owned lower-tier subsidiary
(no lower-tier transfer). (i) Application of conform-
ing limitation. (A) Facts. M owns the sole outstand-
ing share of S stock with a basis of $250. S owns As-
set with a basis of $100 and the only two outstanding
shares of S1 stock (Share A has a basis of $40 and
Share B has a basis of $60). S1 owns Asset 1 with
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a basis of $50. M sells its S share to P1, the com-
mon parent of another consolidated group, for $50.
The sale is a transfer of a loss share and therefore
subject to this section. See paragraphs (f)(10)(i)(A),
(f)(10)(i)(B), and (f)(10)(i)(C) of this section.

(B) Application of paragraphs (b) and (c) of
this section. Although the transfer is subject to this
section, there is no basis redetermination under para-
graph (b) of this section because there is only one
share of S stock outstanding (and so there can be no
disparity among members’ bases in common shares
and there are no outstanding preferred shares with
respect to which there can be unrecognized gain or
loss). See paragraph (b)(1)(ii)(A) of this section.
Therefore, after the application of paragraph (b) of
this section, the share is still a loss share and, as
such, subject to paragraph (c) of this section. No
adjustment is required under paragraph (c) of this
section because, although there is a $50 discon-
formity amount, the net positive adjustment is $0.
See paragraph (c)(3) of this section. Thus, after the
application of paragraph (c) of this section, M’s sale
of the S share is still a transfer of a loss share and,
accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of M’s net stock loss
and S’s aggregate inside loss. M’s net stock loss
is $200 ($250 basis over $50 value). S’s aggregate
inside loss is the excess of S’s net inside attribute
amount over the value of the S share. Under para-
graphs (d)(3)(iii)(B) and (d)(5)(i)(B) of this section,
S’s net inside attribute amount is $200, computed
as the sum of S’s $100 basis in Asset and its $100
deemed basis in the deemed single share of S1 stock
(computed as the greater of S’s $100 aggregate basis
in the S1 shares and S1’s $50 basis in Asset 1). S’s ag-
gregate inside loss is therefore $150, $200 net inside
attribute amount over the $50 value of the S share.
Accordingly, S’s attribute reduction amount is $150,
the lesser of the $200 net stock loss and the $150 ag-
gregate inside loss.

(2) Allocation, apportionment, and application of
S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $150 attribute
reduction amount is allocated proportionately (by ba-
sis) between Asset (non-stock Category D asset) with
a basis of $100, and the S1 stock (treated as a single
share with a deemed basis of $100). Accordingly, $75
of the attribute reduction amount ($100/$200 x $150)
is allocated to Asset and $75 of the attribute reduc-
tion amount ($100/$200 x $150) is allocated to the S1
stock. The $75 of the attribute reduction amount allo-
cated to Asset is applied to reduce S’s basis in Asset
from $100 to $25. The $75 of the attribute reduction
amount allocated to the S1 stock is first apportioned
between the shares in a manner that reduces dispar-
ity to the greatest extent possible. Thus, of the total
$75 allocated to the S1 stock, $27.50 is apportioned
to Share A and $47.50 is apportioned to Share B. Be-
cause neither of the S1 shares is transferred within
the meaning of paragraph (f)(10) of this section, the
allocated attribute reduction amount apportioned to
each of the individual S1 shares is applied fully to re-
duce the basis of each share to $12.50. See paragraph
(d)(5)(iii) of this section. As a result, immediately af-
ter the allocation, apportionment, and application of

S’s attribute reduction amount, S’s basis in Asset is
$25 and S’s basis in each of the S1 shares is $12.50.

(3) Tier down of S’s attribute reduction amount,
application of conforming limitation. Under para-
graph (d)(5)(v)(A) of this section, the $75 portion
of S’s attribute reduction amount allocated to the S1
stock is an attribute reduction amount of S1 (regard-
less of the extent, if any, to which it is apportioned
and applied to reduce the basis of any shares of S1
stock). Under the general rules of this paragraph (d),
the $75 tier-down attribute reduction amount would
be allocated and applied to reduce S1’s basis in As-
set 1 from $50 to $0. However, under paragraph
(d)(5)(v)(B) of this section, S1’s attributes can be re-
duced by only $25, the excess of the $50 portion of
S1’s net inside attribute amount that is allocable to
all S1 shares held by members as of the transaction
over $25, the aggregate amount of members’ bases
in nontransferred S1 shares after reduction under this
paragraph (d). Thus, of S1’s $75 tier-down attribute
reduction amount, only $25 is applied to reduce S1’s
basis in Asset 1, from $50 to $25. The $50 unapplied
portion of the tier-down attribute reduction amount
subject to the conforming limitation has no further ef-
fect.

(ii) Application of basis restoration rule. (A)
Facts. The facts are the same as in paragraph (i)(A)
of this Example 5, except that S’s basis in Share A is
$15 and S’s basis in Share B is $35, and S1’s basis in
Asset 1 is $100.

(B) Basis redetermination and basis reduction un-
der paragraphs (b) and (c) of this section. No adjust-
ment is required under paragraph (b) or paragraph (c)
of this section for the reasons set forth in paragraph
(i)(B) of this Example 5. Thus, after the application
of paragraph (c) of this section, M’s transfer of the
S share is still a transfer of a loss share and, accord-
ingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of M’s net stock loss
and S’s aggregate inside loss. M’s net stock loss
is $200 ($250 basis over $50 value). S’s aggregate
inside loss is the excess of S’s net inside attribute
amount over the value of the S share. Under para-
graphs (d)(3)(iii)(B) and (d)(5)(i)(B) of this section,
S’s net inside attribute amount is $200, the sum of
S’s $100 basis in Asset and its $100 deemed basis in
the deemed single share of S1 stock (computed as the
greater of S’s $50 aggregate basis in the S1 shares and
S1’s $100 basis in Asset 1). S’s aggregate inside loss
is therefore $150, $200 net inside attribute amount
over the $50 value of the S share. Accordingly, S’s
attribute reduction amount is $150, the lesser of the
$200 net stock loss and the $150 aggregate inside
loss.

(2) Allocation, apportionment, and application of
S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $150 attribute
reduction amount is allocated proportionately (by ba-
sis) between Asset (non-stock Category D asset) with
a basis of $100, and the S1 stock (treated as a single
share with a deemed basis of $100). Accordingly, $75
of the attribute reduction amount ($100/$200 x $150)
is allocated to Asset and $75 of the attribute reduc-
tion amount ($100/$200 x $150) is allocated to the S1
stock. The $75 of the attribute reduction amount allo-
cated to Asset is applied to reduce S’s basis in Asset

from $100 to $25. The $75 of the attribute reduction
amount allocated to the S1 stock is first apportioned
between the shares in a manner that reduces dispar-
ity to the greatest extent possible. Thus, of the total
$75 allocated to the S1 stock, $27.50 is apportioned
to Share A and $47.50 is apportioned to Share B. Be-
cause neither of the S1 shares is transferred within
the meaning of paragraph (f)(10) of this section, the
allocated attribute reduction amount apportioned to
each of the individual S1 shares is applied fully to re-
duce the basis of each share to an excess loss account
of $12.50. See paragraph (d)(5)(iii) of this section.
As a result, immediately after the allocation, appor-
tionment, and application of S’s attribute reduction
amount, S’s basis in Asset is $25 and S’s basis in each
of the S1 shares is an excess loss account of $12.50.

(3) Tier down of S’s attribute reduction amount.
Under paragraph (d)(5)(v)(A) of this section, the $75
portion of S’s attribute reduction amount allocated to
S1 stock is an attribute reduction amount of S1 (re-
gardless of the extent, if any, to which it is appor-
tioned and applied to reduce the basis of any shares
of S1 stock). Accordingly, under the general rules of
this paragraph (d), the $75 tier-down attribute reduc-
tion amount is applied to reduce S1’s basis in Asset 1
from $100 to $25.

(4) Basis restoration. Under paragraph
(d)(5)(vi)(A) of this section, after this paragraph
(d) has been applied with respect to all transfers of
subsidiary stock, any reduction made to the basis of
a share of lower-tier subsidiary stock under para-
graph (d)(5)(iii) of this section is reversed to the
extent necessary to conform the basis of that share
to the share’s allocable portion of the subsidiary’s
net inside attribute amount (after reduction). S1’s
net inside attribute amount after the application of
this paragraph (d) is $25 and thus each of the two S1
share’s allocable portion of S1’s net inside attribute
amount is $12.50. Accordingly, the reductions to
Share A and to Share B under paragraph (d)(5)(iii)
of this section are reversed to the extent necessary
to restore the basis of each share to $12.50. Thus,
$25 of the $27.50 of reduction to the basis of Share
A, and $25 of the $47.50 of reduction to the basis of
share B, is reversed, restoring the basis of each share
to $12.50.

Example 6. Multiple blocks of lower-tier
subsidiary stock outstanding. (i) Excess loss ac-
count taken into account (transfer of upper-tier
share causes disposition within the meaning of
§1.1502–19(c)(1)(ii)(B)). (A) Facts. M owns the sole
outstanding share of S stock with a basis of $200.
S holds all five outstanding shares of S1 common
stock (Shares A, B, C, D, and E). S has an excess
loss account of $20 in Share A and a positive basis of
$20 in each of the other shares. The only investment
adjustment applied to any S1 share was a negative
$20 investment adjustment applied to Share A when
it was the only outstanding share, and this amount
tiered up and adjusted M’s basis in the S share. S1
owns one asset with a basis of $250. M sells its S
share to P1, the common parent of a consolidated
group, for $20. The sale of the S share is a dis-
position of Share A under §1.1502–19(c)(1)(ii)(B)
(S1 becomes a nonmember because it will have a
separate return year as a member of the P1 group).
Accordingly, under §1.1502–19(b)(1)(i) and para-
graph (a)(3)(i) of this section, before the application
of this section, S’s excess loss account in Share A is
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taken into account, increasing S’s basis in Share A to
$0 and M’s basis in its S share to $220. After giving
effect to the recognition of the excess loss account,
M’s sale of the S share is a transfer of a loss share
and therefore subject to this section. See paragraphs
(f)(10)(i)(A), (f)(10)(i)(B), and (f)(10)(i)(C) of this
section.

(B) Basis redetermination and basis reduction un-
der paragraphs (b) and (c) of this section. Although
the transfer is subject to this section, there is no basis
redetermination under paragraph (b) of this section
because there is only one share of S stock outstand-
ing (and so there can be no disparity among mem-
bers’ bases in common shares and there are no out-
standing preferred shares with respect to which there
can be unrecognized gain or loss). See paragraph
(b)(1)(ii)(A) of this section. Therefore, after the ap-
plication of paragraph (b) of this section, the share is
still a loss share and, as such, subject to paragraph (c)
of this section. No adjustment is made under para-
graph (c) of this section because, even though there
is a disconformity amount of $140, the net positive
adjustment is $0. See paragraph (c)(3) of this sec-
tion. Thus, after the application of paragraph (c) of
this section, M’s sale of the S share remains a trans-
fer of a loss share and, accordingly, subject to this
paragraph (d).

(C) Attribute reduction under this paragraph
(d). (1) Computation of attribute reduction amount.
Under paragraph (d)(3) of this section, S’s attribute
reduction amount is the lesser of M’s net stock loss
and S’s aggregate inside loss. M’s net stock loss
is $200 ($220 basis over $20 value). S’s aggregate
inside loss is the excess of S’s net inside attribute
amount over the value of the S share. Under para-
graphs (d)(3)(iii)(B) and (d)(5)(i)(B) of this section,
S’s net inside attribute amount is $250, S’s $250
deemed basis in the deemed single share of S1 stock
(computed as the greater of S’s $80 aggregate basis
in the S1 shares ($0 basis in Share A plus $20 basis in
each of the four other shares) and S1’s $250 basis in
its asset). S’s aggregate inside loss is therefore $230,
$250 net inside attribute amount over the $20 value
of the S share. Accordingly, S’s attribute reduction
amount is $200, the lesser of the $200 net stock loss
and the $230 aggregate inside loss.

(2) Allocation, apportionment, and application
of S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $200 attribute
reduction amount is allocated entirely to the S1
stock (treated as a single share) and then apportioned
among the shares in a manner that reduces disparity
to the greatest extent possible. Thus, $24 is appor-
tioned to Share A and $44 is apportioned to each of
the other shares. Because none of the S1 shares are
transferred within the meaning of paragraph (f)(10)
of this section (notwithstanding that there is a dispo-
sition under §1.1502–19(c)(1)(ii)(B)), the allocated
attribute reduction amount apportioned to each of
the individual S1 shares is applied fully to reduce the
basis of each share to an excess loss account of $24.
See paragraph (d)(5)(iii) of this section.

(3) Tier down of S’s attribute reduction amount.
Under paragraph (d)(5)(v)(A) of this section, the
$200 of S’s attribute reduction amount allocated to
the S1 shares is an attribute reduction amount of
S1 (regardless of the extent, if any, to which it is
apportioned and applied to reduce the basis of any
shares of S1 stock). Under the general rules of this

paragraph (d), S1’s $200 tier-down attribute reduc-
tion amount is allocated and applied to reduce S1’s
basis in its asset from $250 to $50.

(4) Basis restoration. Under paragraph
(d)(5)(vi)(A) of this section, after this paragraph
(d) has been applied with respect to all transfers of
subsidiary stock, any reduction made to the basis of a
share of lower-tier subsidiary stock under paragraph
(d)(5)(iii) of this section is reversed to the extent
necessary to conform the basis of that share to the
share’s allocable portion of the subsidiary’s net inside
attribute amount (after reduction). S1’s net inside
attribute amount after the application of this para-
graph (d) is $50 and thus each of the five S1 share’s
allocable portion of S1’s net inside attribute amount
is $10. Accordingly, the reductions to the bases of
S1 shares under paragraph (d)(5)(iii) of this section
are reversed to the extent necessary to restore (to the
extent possible) the basis of each share to $10. Thus,
$24 of the $24 of reduction to the basis of Share A
is reversed, restoring the basis of Share A to $0, and
$34 of the $44 of reduction to the basis of each other
share is reversed, restoring the basis of each of those
shares to $10.

(ii) Sale of gain share to member. (A) Facts. The
facts are the same as in paragraph (i)(A) of this Ex-
ample 6, except that M owns Shares A, B, C, and D,
S owns Share E, S has a liability of $20, and S1’s
basis in its asset is $500. Also, as part of the trans-
action, S sells Share E to M for $40. Unlike under
the facts of paragraph (i)(A) of this Example 6, there
is no disposition of Share A within the meaning of
§1.1502–19(c)(1)(ii)(B) (S1 continues to be a mem-
ber of the group, and thus does not have a separate
return year). As a result, the Share A excess loss ac-
count is not taken into account. Although S’s sale of
Share E is a transfer of that share, the share is not a
loss share and thus the transfer is not subject to this
section. M’s sale of the S share, however, is a trans-
fer of a loss share and therefore subject to this sec-
tion. See paragraphs (f)(10)(i)(A), (f)(10)(i)(B), and
(f)(10)(i)(C) of this section.

(B) Transfer in lowest tier (gain share). S’s sale
of Share E is the lowest-tier transfer in the transac-
tion. Under paragraph (a)(3)(ii)(A) of this section,
because there are no transfers of loss shares at that
tier, no adjustments are required under paragraph (b)
or (c) of this section. However, S’s gain recognized
on the transfer of Share E is computed and immedi-
ately adjusts members’ bases in subsidiary stock un-
der §1.1502–32 (because M and S are not members
of the same group immediately after the transaction,
the sale is not an intercompany transaction subject to
§1.1502–13). Accordingly, M’s basis in its S share is
increased by $20, from $200 to $220.

(C) Transfers in next higher tier, application of
paragraphs (b) and (c) of this section. The next
higher tier transfer is M’s sale of the S stock. The
sale is a transfer of a loss share and therefore subject
to this section. Although the transfer is subject to
this section, there is no basis redetermination under
paragraph (b) of this section because there is only
one share of S stock outstanding (and so there can
be no disparity among members’ bases in common
shares and there are no outstanding preferred shares
with respect to which there can be unrecognized
gain or loss). See paragraph (b)(1)(ii)(A) of this
section. Therefore, after the application of paragraph
(b) of this section, the share is still a loss share and,

as such, subject to paragraph (c) of this section.
Under paragraph (c) of this section, M’s basis in its
S share is decreased by $20, the lesser of S’s $200
disconformity amount (computed as the excess of
M’s $220 basis in the S stock over S’s $20 net inside
attribute amount (computed as the $20 basis in Share
E, increased by $20 to reflect the gain recognized
with respect to the share, less the $20 liability)),
and the $20 net positive adjustment. Thus, after the
application of paragraph (c) of this section, M’s basis
in the S share is $200, and the sale remains a transfer
of a loss share. There are no higher tier transfers and,
therefore, M’s transfer of the S share is then subject
to this paragraph (d).

(D) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of M’s net stock loss
and S’s aggregate inside loss. M’s net stock loss
is $180 ($200 basis over $20 value). S’s aggregate
inside loss is the excess of S’s net inside attribute
amount over the value of the S share. Under para-
graphs (d)(3)(iii)(B) and (d)(5)(i)(B) of this section,
S’s net inside attribute amount is $80, computed as
$100 (S’s deemed basis in Share E (the greater of $40
(S’s $20 basis in Share E, adjusted for the $20 gain
recognized with respect to the share), and Share E’s
allocable portion of S1’s net inside attribute amount
of $100 (1/5 of S1’s $500 basis in its asset)), less S’s
$20 liability. Accordingly, S’s aggregate inside loss
is $60 ($80 net inside attribute amount over the $20
value of the S stock). S’s attribute reduction amount
is therefore $60, the lesser of $180 net stock loss and
$60 aggregate inside loss.

(2) Allocation, apportionment, and application
of S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $60 attribute
reduction amount is allocated entirely to its S1 stock,
Share E. However, because Share E was transferred
within the meaning of paragraph (f)(10) of this
section and gain was recognized on its transfer,
none of the allocated amount is apportioned to, or
applied to reduce the basis of Share E. See para-
graph (d)(5)(iii)(A) of this section. Under paragraph
(d)(5)(iv) of this section, the $60 allocated attribute
reduction amount not apportioned or applied to Share
E has no effect on S or S’s attributes.

(3) Tier down of S’s attribute reduction amount.
Notwithstanding the fact that no portion of the al-
located attribute reduction amount was apportioned
to or applied to reduce the basis of Share E, the en-
tire $60 allocated attribute reduction amount is an
attribute reduction amount of S1. See paragraphs
(d)(5)(v)(A) of this section. Under the general rules
of this paragraph (d), S1’s $60 tier-down attribute
reduction amount is allocated and applied to reduce
S1’s basis in its asset from $500 to $440. See para-
graph (d)(5)(v)(A) of this section.

(4) Basis restoration. Under paragraph
(d)(5)(vi)(A) of this section, after this paragraph
(d) has been applied with respect to all transfers of
subsidiary stock, any reduction made to the basis of a
share of subsidiary stock under paragraph (d)(5)(iii)
of this section is reversed to the extent necessary to
conform the basis of that share to the share’s allo-
cable portion of the subsidiary’s net inside attribute
amount. No reduction was made to the basis of the
S1 stock under paragraph (d)(5)(iii) of this section.
Therefore, no stock basis is increased under the basis
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restoration rule in paragraph (d)(5)(vi)(A) of this
section.

Example 7. Allocation of attribute reduction if
lower-tier subsidiary has non-loss assets or liabili-
ties. (i) S1 holds cash. (A) Facts. M owns the sole
outstanding share of S stock with a basis of $800. S
owns Asset with a basis of $400 and the sole outstand-
ing share of S1 stock with a basis of $300. S1 holds
Asset 1 with a basis of $50, and $100 cash. M sells
its S share to P1, the common parent of a consoli-
dated group, for $100. The sale is not a transfer of the
S1 share because S and S1 are members of the same
group following the transaction. However, the sale is
a transfer of the S share, a loss share, and therefore
subject to this section. See paragraphs (f)(10)(i)(A),
(f)(10)(i)(B), and (f)(10)(i)(C) of this section.

(B) Application of paragraphs (b) and (c) of
this section. Although the transfer is subject to this
section, there is no basis redetermination under para-
graph (b) of this section because there is only one
share of S stock outstanding (and so there can be no
disparity among members’ bases in common shares
and there are no outstanding preferred shares with
respect to which there can be unrecognized gain or
loss). See paragraph (b)(1)(ii)(A) of this section.
Therefore, after the application of paragraph (b) of
this section, the share is still a loss share and, as such,
subject to the provisions of this paragraph (c). No
adjustment is required under paragraph (c) of this
section because, even though there is a disconformity
amount of $100, the net positive adjustment is $0.
See paragraph (c)(3) of this section. Thus, after the
application of paragraph (c) of this section, M’s sale
of the S share is still a transfer of a loss share and,
accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of M’s net stock loss
and S’s aggregate inside loss. M’s net stock loss is
$700 ($800 basis over $100 value). S’s aggregate
inside loss is the excess of S’s net inside attribute
amount over the value of the S share. Under para-
graphs (d)(3)(iii)(B) and (d)(5)(i)(B) of this section,
S’s net inside attribute amount is $700, the sum of
its $400 basis in Asset and its $300 deemed basis in
the S1 share (computed as the greater of S’s $300 ba-
sis in the S1 share and S1’s $150 net inside attribute
amount (reflecting the sum of S1’s $50 basis in As-
set 1 and S1’s $100 cash)). Therefore, S’s aggregate
inside loss is $600 ($700 net inside attribute amount
over the $100 value of the S stock). S’s attribute re-
duction amount is $600, the lesser of the $700 net
stock loss and the $600 aggregate inside loss.

(2) Allocation, apportionment, and application
of S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $600 attribute
reduction amount is allocated proportionately (by
basis) between S’s $400 basis in Asset (non-stock
Category D asset) and its deemed basis in the S1
share. However, under paragraph (d)(5)(ii) of this
section, for purposes of allocating the attribute re-
duction amount, S’s $300 deemed basis in the S1
share is treated as reduced by S1’s net non-loss assets
(its Class I asset, $100 cash) to $200. Thus, the
$600 is allocated $400 to Asset ($400/$600 x $600)
and $200 to the S1 share ($200/$600 x $600). The
$400 allocated to Asset is applied to reduce S’s basis
in Asset from $400 to $0. Because the S1 share

is not transferred within the meaning of paragraph
(f)(10) of this section, the allocated attribute reduc-
tion amount apportioned to the S1 share is applied
fully to reduce the basis of the S1 share to $100. See
paragraph (d)(5)(iii) of this section.

(3) Tier down of S’s attribute reduction amount.
Under paragraph (d)(5)(v)(A) of this section, the
$200 portion of S’s attribute reduction amount allo-
cated to the S1 stock is an attribute reduction amount
of S1 (regardless of the extent, if any, to which it
is apportioned and applied to reduce the basis of
any shares of S1 stock). Under the general rules
of this paragraph (d), S1’s $200 tier-down attribute
reduction amount is allocated and applied to reduce
S1’s basis in Asset 1 (S1’s only attribute available
for reduction) from $50 to $0. The $150 unapplied
attribute reduction amount is disregarded and has no
further effect.

(4) Basis restoration. Under paragraph
(d)(5)(vi)(A) of this section, after this paragraph
(d) has been applied with respect to all transfers of
subsidiary stock, any reduction made to the basis of a
share of subsidiary stock under paragraph (d)(5)(iii)
of this section is reversed to the extent necessary to
conform the basis of that share to the share’s allo-
cable portion of the subsidiary’s net inside attribute
amount. There is only one share of S1 stock out-
standing and so S1’s entire $100 net inside attribute
amount is allocable to that share. Because S’s $100
basis in the S1 share (as reduced under this paragraph
(d)) is already conformed with its $100 allocable
portion of S1’s net inside attribute amount, there is
no restoration under paragraph (d)(5)(vi)(A) of this
section.

(ii) S1 borrows cash. The facts are the same as
in paragraph (i)(A) of this Example 7 except that, in
addition, S1 borrows $50 from X immediately be-
fore M sells the S share. The computation of the at-
tribute reduction amount is the same as in paragraph
(i)(C) of this Example 7 (the $50 cash from the loan
proceeds and the $50 liability offset in the compu-
tation of S1’s net inside attribute amount and so the
net amount is unaffected, and the computation of S’s
deemed basis in the S1 stock is unaffected). Simi-
larly, for purposes of allocating the attribute reduc-
tion amount between the non-stock Category D asset
and the S1 stock, paragraph (d)(5)(ii) of this section
requires S’s deemed basis in the S1 share to be treated
as reduced by S1’s net non-loss assets (S1’s non-loss
assets over S1’s liabilities). Accordingly, the addi-
tional $50 cash proceeds is offset by the $50 liability
and there is no effect on the allocation of the attribute
reduction amount. The results are the same as in para-
graph (i) of this Example 7.

(iii) S1 has a liability not taken into account for
tax purposes. (A) Facts. The facts are the same as in
paragraph (ii) of this Example 7 except that, in ad-
dition, S1 has a $40 liability that is not taken into
account for tax purposes as of the transfer and that
would be required to be capitalized if a person pur-
chased S1’s assets and assumed the liability.

(B) Application of paragraphs (b) and (c) of this
section. No adjustment is required under paragraph
(b) or paragraph (c) of this section for the reasons set
forth in paragraph (i)(B) of this Example 7. Thus,
after the application of paragraph (c) of this section,
P’s sale of the S share is still a transfer of a loss share
and, accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. The
attribute reduction amount is the same as computed
in paragraph (i)(C)(1) of this Example 7 (under para-
graph (f)(5) of this section, the term liability does not
include liabilities not taken into account for tax pur-
poses and so the additional $40 liability not yet taken
into account for tax purposes does not affect the com-
putation of S’s attribute reduction amount).

(2) Allocation, apportionment, and application of
S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $600 attribute
reduction amount is allocated proportionately (by ba-
sis) between S’s $400 basis in Asset 1 (non-stock
Category D asset) and its deemed basis in the S1
share. However, under paragraph (d)(5)(ii) of this
section, for purposes of allocating the attribute reduc-
tion amount, S’s $300 deemed basis in the S1 share is
treated as reduced by S1’s net non-loss assets (S1’s
non-loss assets over S1’s liabilities). For this pur-
pose, the term liabilities includes liabilities not taken
into account for tax purposes, as described in para-
graph (d)(4)(ii)(C)(1) of this section (generally, lia-
bilities that, if assumed in a purchase, would give rise
to a capitalized amount when satisfied). Thus, for this
purpose, S’s $300 deemed basis in the S1 share is re-
duced by S1’s $60 net non-loss assets (the excess of
S1’s $150 non-loss assets (its Class I asset, $150 cash)
over S1’s $90 liabilities ($50 loan and $40 liability
not yet taken into account for tax purposes)), to $240.
Accordingly, S’s $600 attribute reduction amount is
allocated and applied $375 ($400/$640 x $600) to As-
set (reducing S’s basis in Asset from $400 to $25) and
$225 ($240/$640 x $600) to the S1 share. Because the
S1 share is not transferred within the meaning of para-
graph (f)(10) of this section, the allocated attribute re-
duction amount apportioned to the S1 share is applied
fully to reduce the basis of the S1 share to $75. See
paragraph (d)(5)(iii) of this section.

(3) Tier down of S’s attribute reduction amount,
application of conforming limitation. Under para-
graph (d)(5)(v)(A) of this section, the $225 portion
of S’s attribute reduction amount allocated to the S1
stock is an attribute reduction amount of S1 (regard-
less of the extent, if any, to which it is apportioned and
applied to reduce the basis of any shares of S1 stock).
Under the general rules of this paragraph (d), S1’s
$225 tier-down attribute reduction amount would be
allocated and applied to reduce S1’s attributes. How-
ever, under paragraph (d)(5)(v)(B) of this section,
S1’s attributes can be reduced by only $75, the excess
of the $150 portion of S1’s net inside attribute amount
that is allocable to all S1 shares held by members as
of the transaction over $75, the aggregate amount of
members’ bases in nontransferred S1 shares, after re-
duction under this paragraph (d). Thus, of S1’s $225
tier-down attribute reduction amount, $50 is applied
to reduce S1’s basis in Asset 1, from $50 to $0. Al-
though the $25 unapplied attribute reduction amount
not subject to the conforming limitation would gen-
erally be disregarded without further effect, because
S1 has a $40 liability not taken into account for tax
purposes, paragraph (d)(4)(ii)(C)(1) of this section re-
quires that the $25 of the unapplied attribute reduc-
tion amount not subject to the conforming limitation
be suspended and then allocated and applied to reduce
any amounts that become deductible or capitalizable
as a result of that liability later being taken into ac-
count. If the liability is satisfied for an amount that
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is less than $25, under paragraph (d)(4)(ii)(C)(2) of
this section the remaining portion of that $25 sus-
pended attribute reduction amount is disregarded and
has no further effect. The $150 unapplied portion of
the tier-down attribute reduction amount subject to
the conforming limitation has no further effect.

(4) Basis restoration. Under paragraph
(d)(5)(vi)(A) of this section, after this paragraph
(d) has been applied with respect to all transfers of
subsidiary stock, any reduction made to the basis of
a share of lower-tier subsidiary stock under para-
graph (d)(5)(iii) of this section is reversed to the
extent necessary to conform the basis of that share to
the share’s allocable portion of the subsidiary’s net

inside attribute amount. Paragraph (d)(5)(vi)(A) pro-
vides that, for this purpose, S1’s net inside attribute
amount is its net inside attribute amount, taking
into account any reductions under this paragraph (d)
and treating it as reduced by any attribute reduction
amount suspended under paragraph (d)(4)(ii)(C)(1)
of this section. Because S’s $75 basis in its S1 stock
(after application of this paragraph (d)) is already
conformed with its $75 allocable portion of S1’s net
inside attribute amount ($100 net inside attributes
after reduction, reduced by S1’s $25 suspended at-
tribute reduction amount), there is no restoration
under paragraph (d)(5)(vi)(A) of this section.

Example 8. Election to reduce stock basis or reat-
tribute attributes under paragraph (d)(6) of this sec-
tion. (i) Deconsolidating sale. (A) Facts. P owns
the sole outstanding share of M stock with a basis of
$1,000. M owns all 100 outstanding shares of S stock
with a basis of $2.10 per share ($210 total). M sells all
its S shares to X for $1 per share ($100 total). M’s sale
of the S shares is a transfer of loss shares and therefore
subject to this section. See paragraphs (f)(10)(i)(A),
(f)(10)(i)(B), and (f)(10)(i)(C) of this section. At the
time of the sale, S has no liabilities and the following:

Category Attribute Attribute amount

Category A Capital loss carryover $ 10

Category B NOL carryover $ 90

Category C Deferred deduction $ 40

Total Category A, Category B, and Category C Attributes $140

Category D, Class V Basis in land $ 70

Total Attributes $210

(B) Application of paragraphs (b) and (c) of
this section. Although the transfer is subject to
this section, there is no basis redetermination under
paragraph (b) of this section because there is no
disparity among M’s bases in shares of S common
stock and there are no shares of S preferred stock
outstanding (so there can be no unrecognized gain
or loss with respect to preferred shares). See para-
graph (b)(1)(ii)(A) of this section. No adjustment is
required under paragraph (c) of this section because
both the disconformity amount and the net positive

adjustment are $0. See paragraph (c)(3) of this sec-
tion. Thus, after the application of paragraph (c) of
this section, M’s transfer of the S shares is still a
transfer of loss shares and, accordingly, subject to
this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of the $110 net stock loss
($210 aggregate basis over the $100 aggregate value)
and S’s aggregate inside loss. S’s aggregate inside

loss is $110 (S’s $210 net inside attribute amount (the
$10 capital loss carryover, plus the $90 NOL carry-
over, plus the $40 deferred deduction, plus the $70
basis in the land) over the $100 value of all outstand-
ing S shares). S’s attribute reduction amount is $110,
the lesser of the $110 net stock loss and the $110 ag-
gregate inside loss.

(2) Application of attribute reduction amount. (i)
S’s $110 attribute reduction amount is applied as fol-
lows:

Category Attribute Attribute
amount

Allocation of attribute
reduction amount

Adjusted attribute
amount

Category A Capital loss carryover $ 10 $ 10 $ 0

Category B NOL carryover $ 90 $ 90 $ 0

Category C Deferred deduction $ 40 $ 10 $ 30

Category D, Class V Basis in land $ 70 $ 0 $ 70

Totals $210 $110 $100

(ii) Alternatively, under paragraph
(d)(4)(ii)(A)(1) of this section, P could specify the
allocation of S’s $110 attribute reduction amount

among S’s $10 capital loss carryover, S’s $90 NOL
carryover, and S’s $40 deferred deduction.

(D) Results. The P group recognizes a $110 loss
on M’s sale of the S shares that is absorbed by the

group, which reduces P’s basis in the M share under
§1.1502–32 from $1,000 to $890. Immediately after
the transaction, the entities own the following:

Entity Asset Basis

P M share $890

X 100 S shares $100

Category C, deferred deduction $ 30S

Category D, Class V Asset (land) $ 70
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(E) Election to reduce stock basis. The facts are
the same as in paragraph (ii)(A) of this Example 8,
except that P elects under paragraph (d)(6) of this
section to reduce M’s basis in the S shares by the
full attribute reduction amount of $22, in lieu of S
reducing its attributes. The election is effective for
all transferred loss shares and is allocated to those
shares in proportion to the loss in each. See paragraph
(d)(6)(v)(A) of this section. Accordingly, the basis

of each of the 100 transferred shares is reduced from
$2.10 to $1.00. After giving effect to the election, the
S shares are not loss shares and this section has no fur-
ther application to the transfer. The $110 reduction in
M’s basis in the S shares pursuant to the election un-
der paragraph (d)(6) of this section is a noncapital,
nondeductible expense of M that will reduce P’s ba-
sis in the M share. See paragraph (d)(6)(v)(A) of this

section. Immediately after the transaction, the enti-
ties own the following:

Entity Asset Basis/Attribute

P M share $890

X 100 S shares $100

Category A, capital loss carryover $ 10

Category B, NOL carryover $ 90

Category C, deferred deduction $ 40

S

Category D, Class V Asset (land) $ 70

(F) Election to reattribute losses. The facts are
the same as in paragraph (ii)(A) of this Example 8,
except that P elects under paragraph (d)(6) of this
section to reattribute S’s attributes. S’s attribute
reduction amount is $110, and P can reattribute all
or any portion of the attributes in Category A, Cat-
egory B, and Category C to the extent of $110. P
elects to reattribute the $90 NOL, and, as a result,
S’s NOL is $0. Under paragraph (d)(6)(iv)(A) of
this section, the reattribution of the $90 NOL is
a noncapital, nondeductible expense of S. Under
§1.1502–32(c)(1)(ii)(A)(1) this $90 expense is al-
located to the transferred loss shares of S stock in
proportion to the loss in the shares, or $.90 per share.
Further, this expense tiers up under §1.1502–32 and
reduces P’s basis in the M stock by $90. After giving
effect to the election, the P group would recognize a
$20 loss on M’s sale of the S shares, S would have
an aggregate inside loss of $20 (S’s $120 net inside

attribute amount (the $10 capital loss carryover, plus
the $40 deferred deduction, plus the $70 basis in the
land) over the $100 value of all outstanding S shares),
and S’s attribute reduction amount would be $20
(applied $10 to the $10 capital loss carryover and $10
to the $40 deferred deduction). (Alternatively, under
paragraph (d)(4)(ii)(A)(1) of this section, P could
specify the allocation of S’s $20 attribute reduction
amount between S’s $10 capital loss carryover and
S’s $40 deferred deduction. Further, P could elect to
reduce M’s remaining basis in the S shares by any
amount up to the $20 attribute reduction amount,
thereby reducing or eliminating S’s attribute reduc-
tion amount.)

(ii) Nondeconsolidating sale. (A) Facts. The
facts are the same as in paragraph (i)(A) of this Exam-
ple 8, except that M only sells 20 S shares ($20 total).

(B) Application of paragraphs (b) and (c) of this
section. No adjustment is required under paragraph

(b) or paragraph (c) of this section for the reasons set
forth in paragraph (i)(B) of this Example 8. Thus,
after the application of paragraph (c) of this section,
M’s sale of the S shares is still a transfer of loss shares
and, accordingly, subject to this paragraph (d).

(C) Attribute reduction under this paragraph (d).
(1) Computation of attribute reduction amount. Un-
der paragraph (d)(3) of this section, S’s attribute re-
duction amount is the lesser of the $22 net stock loss
($42 aggregate basis over $20 aggregate value) and
S’s $110 aggregate inside loss (as calculated in para-
graph (i)(C)(1) of this Example 8). S’s attribute re-
duction amount is $22, the lesser of the $22 net stock
loss and the $110 aggregate inside loss.

(2) Application of attribute reduction amount. (i)
S’s $22 attribute reduction amount is applied as fol-
lows:

Category Attribute Attribute
amount

Allocation of attribute
reduction amount

Adjusted attribute
amount

Category A Capital loss carryover $10 $10 $ 0

Category B NOL carryover $90 $12 $78

Category C Deferred deduction $40 $ 0 $40

Category D, Class V Land $70 $ 0 $70

(ii) Alternatively, under paragraph
(d)(4)(ii)(A)(1) of this section, P could specify the
allocation of S’s $22 attribute reduction amount

among S’s $10 capital loss carryover, S’s $90 NOL
carryover, and S’s $40 deferred deduction.

(D) Results. The P group recognizes a $22 loss
on M’s sale of the S shares that is absorbed by the

group, which reduces P’s basis in the M share under
§1.1502–32 from $1,000 to $978. Immediately after
the transaction, the entities have the following:

Entity Asset Basis

P M share $978

X 20 S shares $ 20

Category B, NOL carryover $ 78S

Category C, deferred deduction $ 40

Category D, Class V Asset (land) $ 70
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(E) Election to reduce stock basis. The facts are
the same as paragraph (ii)(A) of this Example 8, ex-
cept that P elects under paragraph (d)(6) of this sec-
tion to reduce M’s basis in the S shares by the full
attribute reduction amount of $22, in lieu of S re-
ducing its attributes. The election is effective for all
transferred loss shares and is allocated to such shares

in proportion to the loss in each share. See para-
graph (d)(6)(v)(A) of this section. Accordingly, the
basis of each of the 20 transferred shares is reduced
from $2.10 to $1.00. After giving effect to the elec-
tion, the transferred S shares are not loss shares and
this section has no further application to the transfer.
The $22 reduction in M’s basis in the S shares pur-

suant to the election under paragraph (d)(6) of this
section is a noncapital, nondeductible expense of M
that will reduce P’s basis in the M share. See para-
graph (d)(6)(v)(A) of this section. Immediately after
the transaction, the entities have the following:

Entity Basis/Attribute

P M share $978

M 80 S shares $168

X 20 S shares $ 20

Category A, capital loss carryover $ 10

Category B, NOL $ 90

Category C, deferred deduction $ 40

S

Category D, Class V Asset (land) $ 70

(F) Election to reattribute attributes. The facts
are the same as paragraph (ii)(A) of this Example 8.
Because S remains a member of the same group as P
following M’s sale of S stock, P cannot elect under
paragraph (d)(6) of this section to reattribute any por-
tion of S’s attributes in lieu of attribute reduction.

Example 9. Transfers at multiple tiers, gain and
loss shares. (i) Facts. M owns the sole outstanding
share of S stock with a basis of $700. S owns As-
set 1 (basis of $170) and all ten outstanding shares of
S1 common stock ($170 basis in share 1, $10 basis
in share 2, and $15 basis in each of share 3 through
share 10). S1 owns the sole outstanding share of S2
($0 basis), the sole outstanding share of S3 ($60 ba-
sis), and the sole outstanding share of S4 ($100 ba-
sis). S2’s sole asset is Asset 2 ($75 basis). S3’s sole
asset is Asset 3 ($75 basis). S4’s sole asset is Asset 4
($80 basis). In one transaction, M sells its S share to
P1 (the common parent of a consolidated group) for
$240, S sells S1 share 1 to X for $20, S contributes
S1 share 2 to a partnership in a section 721 transac-
tion, and S1 sells its S2 share to Y for $50. M’s sale
of the S share and S1’s sale of the S2 share are trans-
fers under paragraphs (f)(10)(i)(A), (f)(10)(i)(B), and
(f)(10)(i)(C) of this section. S’s sale of S1 share 1
to X is a transfer under paragraphs (f)(10)(i)(A) and
(f)(10)(i)(C) of this section. S’s contribution of S1
share 2 to the partnership is a transfer under paragraph
(f)(10)(i)(C) of this section.

(ii) Transfer in lowest tier (gain share). S1’s sale
of the S2 share is the lowest-tier transfer in the trans-
action. Under paragraph (a)(3)(ii)(A) of this section,
because there are no transfers of loss shares at that
tier, no adjustments are required under paragraph (b)
or (c) of this section. However, S1’s gain recognized
on the transfer of the S2 share is computed and im-
mediately adjusts members’ bases in subsidiary stock
under §1.1502–32. Accordingly, $5 is allocated to
each of 10 S1 shares, increasing the basis of share 1
to $175, the basis of share 2 to $15, and the basis of
each other share to $20. The $50 applied to S’s bases
in the S1 shares then tiers up to increase P’s basis in
the S share from $700 to $750.

(iii) Transfers in next highest tier (loss share). S’s
sale of the S1 share 1 and S’s transfer of the S1 share 2
to a partnership are both transfers of stock in the next
higher tier. However, only the S1 share 1 is a loss

share and so this section only applies with respect to
the transfer of that share.

(A) Basis redetermination under paragraph (b)
of this section. Under paragraph (b)(2)(i)(A) of this
section, members’ bases in S1 shares are redeter-
mined by first removing the positive investment
adjustments applied to the bases of transferred loss
common shares. Accordingly, the $5 positive invest-
ment adjustment applied to the basis of S1 share 1
is removed, reducing the basis of S1 share 1 from
$175 to $170. Because there were no negative ad-
justments applied to the bases of S1 shares, there
are no negative adjustments that can be reallocated
to further reduce the basis of S1 share 1 under para-
graph (b)(2)(i)(B) of this section. Finally, under
paragraph (b)(2)(ii)(B) of this section, the $5 positive
investment adjustment removed from S1 share 1
is reallocated and applied to increase the bases of
other S1 common shares in a manner that reduces
disparity to the greatest extent possible. Accordingly,
the entire $5 investment adjustment removed from
S1 share 1 is reallocated and applied to increase the
basis of S1 share 2, from $15 to $20. After basis is
redetermined under paragraph (b) of this section, the
S1 share 1 is still a loss share and therefore subject to
basis reduction under paragraph (c) of this section.
(Because the S1 share 2 is not a loss share, this
section does not apply with respect to the transfer of
that share.)

(B) Basis reduction under paragraph (c) of this
section. No adjustment is required to the basis of S1
share 1 under paragraph (c) of this section. The S1
share 1 has a disconformity amount of $149. This
$149 disconformity amount is computed as the ex-
cess of the $170 basis in the S1 share 1 over the S1
share 1’s $21 allocable portion (1/10) of S1’s $210
net inside attribute amount. S1’s $210 net inside at-
tribute amount is determined under paragraph (c)(5)
of this section as the sum of $50 (S1’s $0 basis in the
S2 share, adjusted for the $50 gain recognized with
respect to that share), S1’s $60 basis in the S3 stock,
and S1’s $100 basis in the S4 stock. (In computing
the disconformity amount, the basis of the S2 share is
not treated as tentatively reduced because that share
is transferred in the transaction, and the bases of the
S3 and S4 shares are not treated as tentatively reduced
because no positive investment adjustments were ap-

plied to the bases of those shares.) However, the S1
share 1’s net positive adjustment is $0 because the $5
positive investment adjustment originally allocated to
S1 share 1 was reallocated to S1 share 2 under para-
graph (b) of this section. See paragraph (c)(3) of this
section. No adjustment is required to the basis of S1
share 2 under paragraph (c) of this section because S1
share 2 is not a loss share.

(C) Computation of loss, adjustments to stock ba-
sis. S recognizes a loss of $150 on the sale of the S1
share 1 ($170 basis over $20 amount realized) that is
absorbed by the group. Under §1.1502–32, M’s basis
in its S share is therefore decreased by $100, the net
of the $150 loss recognized by S on the sale of the S1
share, and the $50 gain that tiered up from S1 (as a
result of S1’s sale of the S2 share). Following these
adjustments, M’s basis in the S share is $600 and the
sale of the S share is still a transfer of a loss share.

(iv) Transfer in highest tier (loss share). The sale
of the S share is a transfer in the next higher tier,
which is the highest tier in this transaction. Because
the sale is a transfer of a loss share, it is subject to this
section.

(A) Basis redetermination and basis reduction
under paragraphs (b) and (c) of this section. Al-
though the transfer is subject to this section, there is
no basis redetermination under paragraph (b) of this
section because there is only one share of S stock
outstanding (and so there can be no disparity among
members’ bases in common shares and there are no
outstanding preferred shares with respect to which
there can be unrecognized gain or loss). See para-
graph (b)(1)(ii)(A) of this section. Therefore, after
the application of paragraph (b) of this section, the
share is still a loss share and, as such, subject to para-
graph (c) of this section. In addition, no adjustment
is required under paragraph (c) of this section. The S
share has a disconformity amount of $230. This $230
disconformity amount is computed as the excess of
the $600 basis in the S share over the S share’s $370
allocable portion (1/1) of S’s $370 net inside attribute
amount. S’s $370 net inside attribute amount is
determined under paragraph (c)(5) of this section as
the sum of $200 (S’s $170 basis in the S1 share 1,
adjusted for the $150 loss recognized with respect to
that share, and S’s $20 basis in each of S1 share 2
through share 10), and S’s $170 basis in Asset 1. (In
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computing the disconformity amount, the bases of
S1 share 1 and share 2 are not treated as tentatively
reduced because those shares are transferred in the
transaction, and the bases of S1 share 3 through share
10 are not treated as tentatively reduced because none
of those shares have a disconformity amount – each
share has a basis of $20 and a $21 allocable portion
(1/10) of S1’s $210 net inside attribute amount, as
determined in paragraph (iii)(B) of this Example 9.)
However, the S share’s net positive adjustment is
$0 (the S share’s net adjustment is negative $100).
See paragraph (c)(3) of this section. Accordingly,
the sale of the S share is still a transfer of a loss
share. Because there are no higher-tier loss shares
transferred in the transaction, this paragraph (d) then
applies with respect to the transfer of the S share.

(B) Attribute reduction under this paragraph (d).
(1) Computation of S’s attribute reduction amount.
Under paragraph (d)(3) of this section, S’s attribute
reduction amount is the lesser of P’s net stock loss and
S’s aggregate inside loss. P’s net stock loss is $360
($600 basis over $240 amount realized). S’s aggre-
gate inside loss is the excess of S’s net inside attribute
amount over the value of the S share. S’s net inside
attribute amount is the sum of its bases in its assets,
treating its S1 shares as a single share (the S1 stock)
and treating S’s deemed basis in the S1 stock as its
basis in that stock. Under paragraph (d)(5)(i)(C) of
this section, when subsidiaries are owned in multiple
tiers, deemed basis is first determined for shares at
the lowest tier, and then for stock in each next higher
tier. Under paragraph (d)(5)(i)(B) of this section, S1’s
deemed basis in the S2 stock is $75 (computed as the
greater of $50 (S1’s $0 basis in the S2 share, adjusted
for the $50 gain recognized with respect to the share)
and $75 (S2’s net inside attribute amount, the basis in
Asset 2)). S1’s deemed basis in the S3 stock is $75
(computed as the greater of $60 (S1’s basis in the S3
share) and $75 (S3’s net inside attribute amount, the
basis in Asset 3)). S1’s deemed basis in the S4 stock
is $100 (computed as the greater of $100 (S1’s ba-
sis in the S4 share) and $80 (S4’s net inside attribute
amount, the basis in Asset 4)). Accordingly, S1’s net
inside attribute amount is $250 ($75 deemed basis in
the S2 stock plus $75 deemed basis in the S3 stock
plus $100 deemed basis in the S4 stock). S’s deemed
basis in the S1 stock is the greater of the sum of S’s
actual basis in each share of S1 stock (adjusted for
any gain or loss recognized) and S1’s net inside at-
tribute amount. S’s actual basis in the S1 stock, ad-
justed for the loss recognized, is $200 (the sum of S’s
$170 basis in the S1 share 1, adjusted by the $150
loss recognized with respect to the share, and S’s $20
basis in each of S1 share 2 through share 10). Thus,
S’s deemed basis in the S1 stock is $250, the greater
of $200 (aggregate basis in S1 shares, adjusted for
loss recognized) and $250 (S1’s net inside attribute
amount). As a result, S’s net inside attribute amount
is $420, the sum of S’s $250 deemed basis in the S1
stock and S’s $170 basis in Asset 1. Accordingly, the
aggregate inside loss is $180, the excess of S’s $420
net inside attribute amount over the $240 value of all
of the S stock. S’s attribute reduction amount is there-
fore $180, the lesser of the $360 net stock loss and the
$180 aggregate inside loss.

(2) Allocation, apportionment, and application
of S’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S’s $180 attribute
reduction amount is allocated proportionately (by

basis) between Asset 1 (non-stock Category D as-
set) and the S1 stock. However, under paragraph
(d)(5)(ii) of this section, for purposes of allocating
S’s $180 attribute reduction amount between S’s
non-stock Category D asset and the S1 stock, S’s
$250 deemed basis in the S1 stock is reduced by the
$40 value of the transferred S1 shares (S1 share 1 and
share 2) and the nontransferred S1 shares’ $40 allo-
cable portion (8/10) of S1’s $50 net non-loss assets.
S1’s net non-loss assets is the $50 value of S1’s trans-
ferred S2 shares. (S1 has no other non-loss assets,
and there are no non-loss assets held by lower-tier
subsidiaries.) Accordingly, for this purpose, S’s
deemed basis in the S1 stock is reduced by $80, from
$250 to $170. Thus, $90 of the attribute reduction
amount ($170/$340 x $180) is allocated to Asset 1
(reducing S’s basis in Asset 1 from $170 to $80) and
$90 of the attribute reduction amount ($170/$340 x
$180) is allocated to the S1 stock. Under paragraph
(d)(5)(iii)(A) of this section, none of the $90 allo-
cated attribute reduction amount is apportioned to
S1 share 1 because loss is recognized on the transfer
of S1 share 1. Under paragraph (d)(5)(iii)(B) of this
section, the $90 allocated attribute reduction amount
is apportioned among the other nine shares of S1
common stock in a manner that reduces disparity
to the greatest extent possible. Accordingly, of the
total $90 allocated amount, $10 is apportioned to
each of the remaining nine shares of S1 stock. Under
paragraph (d)(5)(iii)(C) of this section, the allocated
attribute reduction amount apportioned to an individ-
ual share cannot be applied to reduce the basis of the
share below its value if the share is transferred other
than in a recognition transfer. Because the S1 share
2 is transferred (contributed to the partnership) and
the basis of S1 share 2 is already equal to its value,
none of the $10 allocated attribute reduction amount
apportioned to S1 share 2 is applied to reduce its
basis. Because none of S1 share 3 through share
10 are transferred within the meaning of paragraph
(f)(10) of this section, the $10 allocated attribute
reduction amount apportioned to each of S1 share 3
through share 10 is applied fully to reduce the basis
of each of those shares from $20 to $10. As a result,
immediately after the allocation and application of
S’s attribute reduction amount, S’s basis in Asset 1
is $80 ($170 minus $90), its bases in S1 share 1 and
share 2 are not adjusted under paragraph (d)(5)(iii),
and its basis in each of S1 share 3 through share 10
is $10. Under paragraph (d)(5)(v)(A) of this section,
the entire $90 of S’s attribute reduction amount that
was allocated to the S1 stock is an attribute reduction
amount of S1, regardless of the fact that none of the
allocated amount was apportioned to S1 share 1 and
none of the amount apportioned to S1 share 2 was
applied to reduce the basis of S1 share 2.

(v) Attribute reduction under this paragraph (d)
in next lower tier. (A) Computation of S1’s attribute
reduction amount. S’s sale of S1 share 1 is a trans-
fer of a loss share and it is in the next lower tier.
Thus, this paragraph (d) next applies with respect to
S’s transfer of S1 share 1. S1’s attribute reduction
amount will include both the $90 attribute reduction
amount that tiered down from S and any attribute re-
duction amount resulting from the application of this
paragraph (d) with respect to S’s transfer of S1 share
1 and share 2 (S1’s direct attribute reduction amount).
Under paragraph (d)(3) of this section, S1’s direct at-
tribute reduction amount is the lesser of the net stock

loss on transferred S1 shares and S1’s aggregate in-
side loss. The net stock loss on transferred S1 shares
is $150, computed as the excess of S’s $190 adjusted
bases in transferred shares of S1 stock ($170 in S1
share 1 plus $20 in S1 share 2) over the $40 aggre-
gate value of those shares. S1’s aggregate inside loss
is $50, the excess of S1’s $250 net inside attribute
amount (as calculated in paragraph (iv)(B)(1) of this
Example 9) over the $200 value of all outstanding
S1 shares. Therefore, S1’s direct attribute reduction
amount is $50, the lesser of the $150 net stock loss
and S1’s $50 aggregate inside loss. S1’s total attribute
reduction amount is thus $140, the sum of the $90
tier-down attribute reduction amount and the $50 di-
rect attribute reduction amount.

(B) Allocation, apportionment, and application of
S1’s attribute reduction amount. Under paragraphs
(d)(4) and (d)(5)(ii) of this section, S1’s $140 at-
tribute reduction amount is allocated proportionately
(by basis) among the S2 stock, the S3 stock, and
the S4 stock. However, under paragraph (d)(5)(ii) of
this section, for purposes of allocating S1’s $140 at-
tribute reduction amount among S1’s lower-tier sub-
sidiary stock, S1’s $75 deemed basis in the S2 stock
is reduced by the $50 value of the transferred S2
share. Accordingly, for this purpose, S1’s deemed
basis in the S2 stock is reduced by $50, from $75 to
$25. Thus, $17.50 of S1’s attribute reduction amount
($25/$200 x $140) is allocated to the S2 stock, $52.50
of S1’s attribute reduction amount ($75/$200 x $140)
is allocated to the S3 stock, and $70 of S1’s attribute
reduction amount ($100/$200 x $140) is allocated to
the S4 stock. Under paragraph (d)(5)(iii)(A) of this
section, none of the $17.50 of S1’s attribute reduction
amount allocated to S2 stock is apportioned to the S2
share because gain was recognized on the transfer of
the S2 share. Because neither the S3 share nor the
S4 share is transferred within the meaning of para-
graph (f)(10) of this section, the $52.50 of S1’s at-
tribute reduction amount allocated to the S3 stock,
and the $70 of S1’s attribute reduction amount allo-
cated to the S4 stock, is apportioned to and applied
fully to reduce the basis of such shares. Thus, S1’s
basis in the S3 share is reduced by $52.50, from $60
to $7.50, and S1’s basis in the S4 stock is reduced by
$70, from $100 to $30. (Note: The conforming limi-
tation in paragraph (d)(5)(v)(B) of this section limits
the application of the $90 tier down attribute reduc-
tion amount to $80, the amount by which the portion
(10/10) S1’s $250 net inside attribute amount attribut-
able to S1 shares held by members exceeds $170 (the
sum of the $50 direct attribute reduction amount, the
$20 value of the S1 share 1 transferred in a recogni-
tion transfer, the $20 basis (after reduction) in the S1
share 2 transferred other than in a recognition transfer,
and the $80 aggregate basis (after reduction) in the
nontransferred S1 shares held by members). How-
ever, the conforming limitation does not limit the ap-
plication of S1’s $90 tier-down attribute reduction
amount because none of the $17.50 of S1’s total at-
tribute reduction amount allocated to the S2 share was
applied to reduce the basis of the share. Accordingly,
only $78.75 ($90 - ($17.50 x ($90/$140)) of the $90
tier-down attribute reduction was applied to reduce
S1’s attributes.) Under paragraph (d)(5)(v)(A) of this
section, the attribute reduction amount allocated to
the S2 stock, the S3 stock, and the S4 stock becomes
an attribute reduction amount of S2, S3, and S4, re-
spectively (even though the amount allocated to S2
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stock was not apportioned to or applied to reduce the
basis of the S2 share).

(vi) Attribute reduction under this paragraph (d)
in lowest tier. Although the sale of the S2 share is a
transfer of subsidiary stock at the next lower tier, the
S2 share is not a loss share. Thus, this paragraph (d)
does not apply with respect to that transfer. However,
S2, S3, and S4 have attribute reduction amounts that
tiered down from S1 and that are applied to reduce
attributes under this paragraph (d).

(A) Tier down of S1’s attribute reduction amount
to S2. Under the general rules of this paragraph (d),
S2’s $17.50 tier-down attribute reduction amount is
allocated and applied to reduce S2’s basis in Asset 2
from $75 to $57.50.

(B) Tier down of S1’s attribute reduction amount
to S3. Under the general rules of this paragraph (d),
S3’s $52.50 tier-down attribute reduction amount is
allocated and applied to reduce S3’s basis in Asset 3
from $75 to $22.50.

(C) Tier down of S1’s attribute reduction amount
to S4, application of conforming limitation. Under
the general rules of this paragraph (d), S4’s $70 tier-
down attribute reduction amount is allocated to, and
would be applied to reduce, S4’s basis in Asset 4.
However, under paragraph (d)(5)(v)(B) of this sec-
tion, the reduction is limited to the excess of S4’s $80
net inside attribute amount over the $30 basis of the
S4 share (after reduction under this paragraph (d)).
As a result, only $50 (the excess of $80 over $30) of

S4’s $70 attribute reduction amount is applied to S4’s
basis in Asset 4, reducing it from $80 to $30. The
$20 unapplied portion of S4’s tier-down attribute re-
duction amount subject to the conforming limitation
is disregarded and has no further effect.

(vii) Application of basis restoration rule. Under
paragraph (d)(5)(vi)(A) of this section, after this para-
graph (d) has been applied with respect to all transfers
of subsidiary stock, any reduction made to the basis
of a share of lower-tier subsidiary stock under para-
graph (d)(5)(iii) of this section is reversed to the ex-
tent necessary to conform the basis of that share to the
share’s allocable portion of the subsidiary’s net inside
attribute amount. Restoration adjustments are first
made at the lowest tier and then at each next higher
tier successively.

(A) Basis restoration at lowest tier. The basis
of the S2 share was not reduced under paragraph
(d)(5)(iii) of this section and so there is no restoration
of any basis in the S2 share. S3’s $22.50 net inside
attribute amount (after reduction under this para-
graph (d)) exceeds S1’s $7.50 basis in the S3 share
(after reduction under this paragraph (d)) by $15. To
conform S1’s basis in the S3 share to S3’s net inside
attribute amount, the $52.50 reduction to the basis
of the S3 share under paragraph (d)(5)(iii) of this
section is reversed by $15 (restoring S1’s basis in the
S3 share to $22.50). The restoration of S1’s basis
in the S3 share does not tier up to affect the basis in
stock of any other subsidiary. S1’s $30 basis in the

S4 share (after reduction under this paragraph (d)) is
already conformed with S4’s $30 net inside attribute
amount (after reduction under this paragraph (d)) and
so there is no restoration of any basis in the S4 share.

(B) Basis restoration at next higher tier. Each
share of S1 stock has an allocable portion of S1’s
net inside attribute amount (after reduction) equal to
$10.25 (1/10 x $102.50, the sum of S1’s $0 basis in
the S2 stock, adjusted for the $50 gain recognized
with respect to the share, S1’s $22.50 basis in the S3
stock (after restoration), and S1’s $30 basis in the S4
stock). Neither S’s basis in S1 share 1 nor S’s basis
in S1 share 2 was reduced under paragraph (d)(5)(iii)
of this section. Accordingly, there is no restoration
of any basis in either S1 share 1 or share 2. However,
S’s basis in each of S1 share 3 through share 10 was
reduced under paragraph (d)(5)(iii) of this section by
$10, from $20 to $10. Accordingly, the $10 reduction
to the basis of each of those shares is reversed to the
extent of $.25, to restore the basis of each such share
to $10.25 (its allocable portion of S1’s net inside at-
tribute amount).

(viii) Results. After the application of this section,
P recognizes a loss of $360 on the sale of the S share,
S recognizes a loss of $150 on the sale of S1 share
1, and S1 recognizes a $50 gain on the sale of the S2
share. Immediately after the transaction, the entities
each directly own the following:

Entity Asset Basis Value

P1 S share $240 $240

P Proceeds of the sale of S share $240 $240

Proceeds of sale of S1 share 1 $ 20 $ 20

Partnership interest received for S1
share 2

$ 20 $ 20

S1 share 3 through share 10 $82 ($10.25 per share)

S

Asset 1 $ 80

Proceeds of sale of S2 share $ 50 $ 50

The S3 share $ 22.50

S1

The S4 share $ 30

S2 Asset 2 $ 57.50

S3 Asset 3 $ 22.50

S4 Asset 4 $ 30

X S1 share 1 $ 20 $ 20

Partnership S1 share 2 $ 20 $ 20

Y The S2 share $ 50 $ 50

(e) Operating rules—(1) Predecessors,
successors. This section applies to prede-
cessor or successor persons, groups, and
assets to the extent necessary to effectuate
the purposes of this section.

(2) Adjustments for prior transactions
that altered stock basis or other attributes.
In certain situations, M’s basis in S stock or

S’s attributes may be adjusted in a manner
that alters the relationship between stock
basis and inside attributes and prevents
that relationship from identifying the ex-
tent to which stock basis reflects unrecog-
nized gain and duplicated loss. The pro-
visions of this paragraph (e)(2) modify the
computations in paragraphs (c) and (d) of

this section to adjust for the effects of such
adjustments.

(i) Prior reductions to S’s basis in
assets or other attributes pursuant to
section 362(e)(2)(A). If M transferred
loss property to S in an intercompany
transaction subject to section 362(e)(2)
(for example, if the transfer was prior

November 3, 2008 1059 2008–44 I.R.B.



to September 17, 2008, no election was
made to apply §1.1502–80(h), and, as a
result, S’s attributes were reduced under
section 362(e)(2)), then the disconformity
amount of the S shares received in the
section 362(e)(2) transaction is reduced
by the amount that the basis in such shares
would have been reduced under section
362(e)(2)(C) had such an election been
made. In addition, for purposes of deter-
mining the attribute reduction amount un-
der paragraph (d) of this section resulting
from the transfer of any S shares received
(or deemed received) in such a transfer,
and for purposes of applying paragraph
(d)(5)(v)(B) of this section (conforming
limitation) to S, the bases in such shares is
treated as reduced by the amount the bases
in such shares would have been reduced
under section 362(e)(2)(C) had such an
election been made.

(ii) Prior reductions to the basis of any
share of S stock pursuant to an election un-
der section 362(e)(2)(C). If M transferred
loss property to S in an intercompany
transaction subject to section 362(e)(2)
and the basis of any share of S stock was
reduced as the result of an election un-
der section 362(e)(2)(C) (including in the
hands of a predecessor, to the extent that
the effect of the election remains reflected
in the basis of the S stock), then, for pur-
poses of computing either any S share’s
disconformity amount or S’s aggregate
inside loss, and for purposes of applying
paragraph (d)(5)(vi)(A) of this section
(stock basis restoration) to S, S’s net inside
attribute amount is treated as reduced by
the amount that S’s attributes would have
been reduced under section 362(e)(2)(A)
in the absence of an election under section
362(e)(2)(C). Notwithstanding the general
rule of this paragraph (e)(2)(ii), no reduc-
tion will be required to the extent that the
group can establish that the net loss in
the S shares transferred by M is no longer
reflected in S’s net inside attributes.

(iii) Other adjustments. Appropriate
adjustments will be made in any other case
in which an adjustment to S’s net inside
attributes or to M’s basis in a share of S
stock alters the relationship between such
amounts, and the adjustment does not re-
late to the extent to which loss reflected in
M’s basis in S stock is noneconomic or du-
plicated within the meaning of this section.

(3) Special rules for subsidiary stock
transferred in an intercompany transac-

tion—(i) In general. This section applies
with respect to M’s transfer of a share of S
stock to another member in an intercom-
pany transaction in which M’s intercom-
pany item is deferred under §1.1502–13
(and to any subsequent transfer of that
share by a member) as of the time M’s in-
tercompany item is taken into account un-
der §1.1502–13. In determining the appli-
cation of this section, all transferor-mem-
bers are treated as divisions of a single
corporation. Appropriate adjustments will
be made to the intercompany item(s), any
member’s basis in an S share, to S’s at-
tributes, or any combination thereof, to
further the purposes of this section and
§1.1502–13.

(ii) Certain prior intercompany trans-
actions. If M transferred a share of S stock
to another member before September 17,
2008, and M’s intercompany item related
to the transfer is taken into account on or
after September 17, 2008, P may elect to
apply this paragraph (e)(3) to the transfer.
The election is made in the manner pro-
vided in paragraph (e)(5) of this section.

(iii) Examples. The application of this
paragraph (e)(3) is illustrated by the fol-
lowing examples:

Example 1. Intercompany sale with duplicated
loss. (i) Buying member later sells at gain. (A) Facts.
M owns the sole outstanding share of stock of S with
a basis of $100. S has one asset with a basis of $100.
M sells the S share to M1 for $70, recognizing a loss
of $30. While owned by M1, S recognizes $10 of de-
preciation deductions that are absorbed by the group.
S’s basis in the asset is reduced by $10 (from $100
to $90), and M1’s basis in the S stock is reduced un-
der §1.1502–32 by $10 (from $70 to $60). Later, M1
sells the S share to X, an unrelated person, for $80.

(B) Analysis. M’s sale of its S share to M1 is a
transfer of the share, but this section applies as of the
time M’s intercompany item is taken into account un-
der §1.1502–13, as if M and M1 were divisions of a
single corporation. If M and M1 were divisions of a
single corporation, the S share’s basis would be $90
($100 reduced by $10 for the depreciation deductions
absorbed by the group) and the group would recog-
nize a $10 loss on the sale of the share that is poten-
tially subject to this section. Thus, the sale would be
a transfer of a loss share (to the extent of $10) and
would be subject to this section (to the extent of that
$10). Although the transfer would be subject to this
section, there would be no adjustment under para-
graph (b) of this section (S has only one share out-
standing and so there is no disparity in bases of com-
mon shares and no unrecognized gain or loss with re-
spect to preferred) or under paragraph (c) of this sec-
tion (S has no net positive adjustment). Thus, after
the application of paragraph (c) of this section, the
share would still be a loss share and would therefore
be subject to paragraph (d) of this section. Under
paragraph (d) of this section, S would be subject to

$10 of attribute reduction (the lesser of the $10 net
stock loss and S’s $10 aggregate inside loss), alloca-
ble to the basis in S’s asset. Accordingly, S’s basis in
its asset is reduced by $10, from $90 to $80, M takes
its $30 intercompany stock loss into account, and M1
recognizes a $20 stock gain.

(ii) Selling member deconsolidates. Assume the
same facts as in paragraph (i)(A) of this Example 1,
except that M1 does not sell the S share and M ceases
to be a member of the group when the value of the
S share is $80. Under §1.1502–13, M’s deconsoli-
dation causes M’s intercompany loss to be taken into
account and this section applies at that time. At the
time that M deconsolidates, if M and M1 were divi-
sions of a single corporation, the basis in the S share
would be $90 ($100 reduced by $10 for the deprecia-
tion deductions absorbed by the group) and the group
would recognize a $10 loss on the sale of the share
that is potentially subject to this section. Such a sale
would be a transfer of a loss share (to the extent of
$10) and would be subject to this section (to the ex-
tent of that $10). The analysis is then the same as in
paragraph (i)(B) of this Example 1. As a result, S’s
basis in its asset is reduced from $90 to $80, M takes
its $30 intercompany stock loss into account, and M1
holds the S stock with a basis of $60 (and an unrec-
ognized gain of $20).

(iii) M1 sells the S share at a loss. Assume the
same facts as in paragraph (i)(A) of this Example 1,
except that S declines in value and M1 sells the S
share to X for $50, realizing a $10 loss. In this case, if
M and M1 were divisions of a single corporation, the
share’s basis would be $90 ($100 reduced by $10 for
the depreciation deductions absorbed by the group)
and the group would recognize a $40 loss on the sale
of the share that is potentially subject to this section.
Thus, the sale would be a transfer of a loss share (to
the extent of $40) and would be subject to this sec-
tion (to the extent of that $40). Although the trans-
fer would be subject to this section, for the reasons
set forth in paragraph (i)(B) of this Example 1, there
would be no adjustment under either paragraph (b) or
paragraph (c) of this section. Thus, after the applica-
tion of paragraph (c), the share would still be a loss
share and would therefore be subject to paragraph (d)
of this section. Under paragraph (d) of this section,
S would be subject to $40 of attribute reduction (the
lesser of the $40 net stock loss and S’s $40 aggre-
gate inside loss), allocable to the basis in S’s asset.
Accordingly, S’s basis in its asset is reduced by $40,
from $90 to $50, M takes its $30 intercompany stock
loss into account, and M1 recognizes a $10 stock loss.

Example 2. Intercompany sale of built-in gain
stock. (i) Facts. M owns the sole outstanding share
of stock of S with a basis of $100. S’s sole asset has a
basis of $0. S sells its asset for $100 and recognizes
a $100 gain that increases M’s basis in its S share
under §1.1502–32 to $200. M sells the S share to M1
for $100 and recognizes a $100 intercompany loss.
Later, M1 sells the S share to X, an unrelated person,
for $120.

(ii) Analysis. M’s sale of the S share to M1 is a
transfer of the share, but this section applies as of the
time M’s intercompany item is taken into account un-
der §1.1502–13, as if M and M1 were divisions of a
single corporation. If M and M1 were divisions of a
single corporation, the S share’s basis would be $200
($100 increased by $100 for the gain recognized on
the sale of the asset) and the group would recognize
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an $80 loss on the sale of the share that is poten-
tially subject to this section. Thus, the sale would
be a transfer of a loss share (to the extent of $80)
and would be subject to this section (to the extent
of that $80). Although the transfer would be subject
to this section, there would be no adjustment under
paragraph (b) of this section (S has only one share
outstanding and so there is no disparity in bases of
common shares and no unrecognized gain or loss with
respect to preferred). Thus, after the application of
paragraph (b), the share would still be a loss share
and would therefore be subject to paragraph (c) of this
section. Under paragraph (c) of this section, the ba-
sis in the S share would be reduced, but not below its
$120 value, by the lesser of the $100 disconformity
amount and the $100 net positive adjustment that was
applied to the share when held by M. Accordingly, the
basis in the S share would be reduced by $80, to $120.
Because the S share would not be a loss share after the
application of paragraph (c) of this section, paragraph
(d) of this section would not apply to the transfer. As
a result, because the positive adjustment was applied
to the share when held by M, M’s intercompany item
is adjusted to reflect what it would have been had M’s
basis in its S share been reduced by $80 immediately
before its sale to M1. Thus, M’s intercompany loss
is reduced to $20 and M takes this loss into account,
and M1 recognizes a gain of $20.

Example 3. Intercompany sale creates built-in
gain stock. (i) Facts. M owns the sole outstand-
ing share of stock of S with a basis of $0. S’s sole
asset has a basis of $0. M sells the S share to M1
for $100 and recognizes a $100 intercompany gain.
While owned by M1, S sells its asset for $100, recog-
nizing a $100 gain that increases M1’s basis in the S
share under §1.1502–32 to $200. Later, M1 sells the
S share to X for $120.

(ii) Analysis. M’s sale of its S share to M1 is a
transfer of the share, but this section applies as of the
time M’s intercompany item is taken into account un-
der §1.1502–13, as if M and M1 were divisions of a
single corporation. If M and M1 were divisions of a
single corporation, the S share’s basis would be $100
($0 increased by $100 for the gain recognized on the
sale of the asset) and the group would recognize a $20
gain on the sale of the share. Thus, the sale would not
be a transfer of a loss share and this section would not
apply to the transfer. Accordingly, under this para-
graph (e)(3), no portion of M1’s $80 loss is subject
to this section. M takes its $100 intercompany stock
gain into account, and M1 recognizes an $80 loss.

Example 4. Disparate bases in members’ shares.
(i) Facts. M holds Share A, one of the two outstand-
ing shares of S stock, with a basis of $50 and M1
holds Share B, the other outstanding share of S stock
with a basis of $0. S has $50 cash and an asset with
a basis of $0. S sells the asset for $50, recogniz-
ing a $50 gain that increases M’s basis in its S share
under §1.1502–32 by $25 (from $50 to $75) and in-
creases M1’s basis under §1.1502–32 by $25 (from
$0 to $25). Later, M sells its Share A to M1 for $50
and recognizes a $25 intercompany loss. Later, M1
sells both S shares to X for $100.

(ii) Analysis. M’s sale of its Share A to M1 is a
transfer of the share, but this section applies as of the
time M’s intercompany item is taken into account un-
der §1.1502–13, as if M and M1 were divisions of a
single corporation. If M and M1 were divisions of a
single corporation, the basis of Share A would be $75

($50 increased by $25 for its share of the gain recog-
nized on the sale of the asset), the basis of Share B
would be $25, and the group would recognize a $25
loss on the sale of Share A that is potentially subject
to this section and a $25 gain on the sale of Share B.
Thus, the sale would be a transfer of a loss share (to
the extent of $25) and would be subject to this section
(to the extent of that $25). Although the transfer is
subject to this section, there would be no adjustment
under paragraph (b) of this section (all S shares held
by members are transferred to a nonmember in one
taxable transaction). Thus, after the application of
paragraph (b), Share A would still be a loss share and
therefore subject to paragraph (c) of this section. Un-
der paragraph (c)(7) of this section, the basis of Share
A would be treated as reduced by the gain recognized
and taken into account with respect to the transfer
of Share B in the same transaction, and so Share A
would not be a loss share for purposes of paragraph
(c) of this section. Although the share would be a
loss share after the application of paragraph (c) of this
section, no adjustment would be required under para-
graph (d) of this section because there would be no
net stock loss in the transaction. Because no adjust-
ment would be made under this section if M and M1
were divisions of a single corporation, M takes its $25
intercompany stock loss into account and M1 recog-
nizes a gain of $25. Alternatively, if the group elects
to apply paragraph (b) of this section, M’s intercom-
pany item would be adjusted to reflect what it would
have been had the $25 investment adjustment applied
to Share A been reallocated to Share B, and M1’s ba-
sis in Share B would be increased by that amount. If
so, M’s $25 intercompany loss would be reduced to
zero, M1’s basis in Share B would be increased from
$25 to $50, and there would be no gain or loss recog-
nized on either share.

Example 5. Subsidiary with built-in gain and
built-in loss assets. (i) Facts. M owns the sole out-
standing share of stock of S with a basis of $100. S
has two assets, Asset 1 with a basis of $0 and Asset
2 with a basis of $80. M sells the S share to M1 for
$90 and recognizes a $10 intercompany loss. While
owned by M1, S sells Asset 1 for $60, recognizing a
$60 gain that increases M1’s basis in the S share un-
der §1.1502–32 to $150. Later, M1 sells the S share
to X for $90.

(ii) Analysis. M’s sale of the S share to M1 is a
transfer of the share, but this section applies as of the
time M’s intercompany item is taken into account un-
der §1.1502–13, as if M and M1 were divisions of a
single corporation. If M and M1 were divisions of a
single corporation, the S share’s basis would be $160
($100 increased by $60 for the gain recognized on the
sale of Asset 1) and the group would recognize a $70
loss on the sale of the share that is potentially subject
to this section. Thus, the sale would be a transfer of a
loss share (to the extent of $70) and would be subject
to this section (to the extent of that $70). Although the
transfer is subject to this section, there would be no
adjustment under paragraph (b) of this section (S has
only one share outstanding and so there is no dispar-
ity in bases of common shares and no unrecognized
gain or loss with respect to preferred). Thus, after the
application of paragraph (b), the share would still be
a loss share and would therefore be subject to para-
graph (c) of this section. Under paragraph (c) of this
section, the basis in the S share would be reduced, but
not below its $90 value, by the lesser of the $20 dis-

conformity amount ($160 stock basis over $140 net
inside attribute amount) and the $60 net positive ad-
justment that was applied to the share when held by
M1. Accordingly, the basis in the S share would be
reduced by $20, to $140. Because the S share would
still be a loss share after the application of paragraph
(c) of this section, paragraph (d) of this section would
apply to the transfer. Under paragraph (d) of this sec-
tion, S would have an attribute reduction amount of
$50, the lesser of the $50 net stock loss ($140 basis
over $90 value) and S’s $50 aggregate inside loss (the
excess of the sum of S’s $80 basis in Asset 2 and
S’s $60 cash from the sale of Asset 1, over the $90
value of the S share). The adjustments required under
this section are applied as follows: because the pos-
itive adjustment was applied to the share when held
by M1, the $20 basis reduction required under para-
graph (c) of this section is applied to M1’s basis in its
S share immediately before its sale to X, reducing it
from $150 to $130. In addition, pursuant to paragraph
(d) of this section, S’s basis in Asset 2 is reduced by
$50, from $80 to $30. M takes its $10 intercompany
stock loss into account and M1 recognizes a loss of
$40.

(iii) Allocation of basis reduction. Assume the
same facts as in paragraph (i) of this Example 5, ex-
cept that, while S is held by M, S earns $30 (con-
suming a portion of Asset 1) and, while S is held
by M1, S earns $20 (consuming a portion of Asset
1) and sells Asset 1 for $10. Thus, M’s basis in the
S share immediately before the sale to M1 is $130,
and M recognizes a $40 intercompany stock loss, and
M1’s basis in the S share immediately before the sale
to X is $120. The analysis regarding the application
of this section is the same as in paragraph (ii) of this
Example 5. On a separate entity basis, M’s basis in
the S share would be subject to a $20 reduction un-
der paragraph (c) of this section (at the time M trans-
ferred the S share the share had a $30 net positive ad-
justment and a $20 disconformity amount), and M1’s
basis in the S share would not be subject to reduc-
tion under paragraph (c) of this section (at the time
M1 transferred the S share the share had a $30 net
positive adjustment and a $20 negative disconformity
amount). Therefore, the $20 basis reduction required
under paragraph (c) of this section is allocated en-
tirely to M. Accordingly, M’s intercompany item is
adjusted to reflect what it would have been had the
entire $20 basis reduction been applied to the S share
while held by M, and M1’s basis in the S share is not
reduced. Thus, M’s intercompany stock loss is re-
duced by $20 to $20 and M takes this loss into ac-
count, and M1 recognizes a $30 loss. S’s basis in As-
set 2 is reduced by $50, from $80 to $30.

(4) Limited application to multi-
ple-member section 332 liquidations. If
more than one member owns shares of
S stock, paragraphs (c) and (d) of this
section do not apply to any transfer of S
shares resulting from a liquidation of S to
which section 332 applies.

(5) Form and manner of election(s) un-
der this section. The elections provided
in this section are irrevocable and made
in the form of a statement titled “Sec-
tion 1.1502–36 Statement.” The statement
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must be included on or with the group’s
timely filed return (original or amended, if
filed by the due date for the return, includ-
ing extensions) for the taxable year of the
transfer of the subsidiary stock to which
the election relates or, in the case of an
intercompany transfer, the year in which
the intercompany item from the transfer is
taken into account. The statement must in-
clude—

(i) The name and employer identifica-
tion number (E.I.N.) of each subsidiary
with respect to which an election is being
made;

(ii) If P is electing under paragraph
(b)(1)(ii) of this section to redetermine
basis with respect to the transfer of stock
of one or more subsidiaries, a statement
that members’ bases in shares of [name of
subsidiary or subsidiaries] stock are be-
ing redetermined notwithstanding that all
members’ shares of [name of subsidiary or
subsidiaries] are being transferred to one
or more nonmembers in one fully taxable
transaction;

(iii) If P is electing under paragraph
(d)(2)(ii) of this section (attribute reduc-
tion amount less than five percent of
value) to apply the attribute reduction
provisions, a statement that paragraph
(d) of this section is being applied to the
transfer of shares of stock of [names of all
subsidiaries whose shares are transferred]
notwithstanding that the aggregate at-
tribute reduction amount in the transaction
is less than five percent of the aggregate
value of the stock of [names of all sub-
sidiaries whose shares are transferred]
transferred by members in the transaction;

(iv) If P is electing under paragraph
(d)(4)(ii)(A)(1) of this section to specify
the allocation of the attribute reduction
amount, a statement (for each subsidiary
for which the election is being made) that
the attribute reduction amount of [name
of subsidiary] is being applied (or not ap-
plied) to reduce [identify the attributes in
Category A, Category B, and Category C,
and the amount of each, with respect to
which the election is being made];

(v) If P is electing under paragraph
(d)(5)(v)(B) of this section not to apply
the conforming limitation on tier-down
attribute reduction with respect to one
or more subsidiaries, a statement that
the conforming limitation in paragraph
(d)(5)(v)(B) of this section is not being ap-

plied with respect to [name of subsidiary
or subsidiaries];

(vi) If P is electing under paragraph
(d)(5)(vi)(B) of this section not to re-
store lower-tier subsidiary stock basis
with respect to one or more subsidiaries,
a statement that members’ bases in [name
of subsidiary or subsidiaries] is not being
restored under paragraph (d)(5)(vi)(A) of
this section;

(vii) If P is electing under paragraph
(d)(6) of this section to reattribute at-
tributes, a statement (for each subsidiary
for which the election is being made) that
[identify the attributes in Category A, Cat-
egory B, and Category C, and the amount
of each or the amount in excess of an
amount, with respect to which the election
is being made] of [name of subsidiary] are
being reattributed (or not) to P;

(viii) If P is electing under paragraph
(d)(6) of this section to reduce stock basis,
a statement (for each subsidiary for which
the election is being made) that mem-
bers’ bases in shares of stock of [name of
subsidiary] are being reduced by [spec-
ify amount or the amount in excess of an
amount];

(ix) If P is electing under paragraph
(e)(3)(ii) of this section to apply paragraph
(e)(3) of this section to an intercompany
transfer that occurred before September
17, 2008, a statement that paragraph (e)(3)
of this section is being elected to apply
to the transfer of stock of [name of sub-
sidiary] by [name of transferor subsidiary]
to [name of transferee subsidiary] on [date
of transfer]; and

(x) If P is electing under
§1.1502–96(d)(5) to reattribute to itself
all or any part of a section 382 limitation,
a statement that P is electing to reattribute
a section 382 limitation with respect to
losses of [name of subsidiary or, if two or
more subsidiaries are members of a loss
subgroup, the name of each subsidiary in
the loss subgroup]. A separate statement is
made for each subsidiary or loss subgroup
for which an election is being made. Each
statement must include—

(A) The date of the ownership change
giving rise to the separate section 382 lim-
itation or subgroup section 382 limitation
that is being apportioned;

(B) The amount of the separate (or
subgroup) section 382 limitation for the
taxable year in which the reattribution
occurs (determined without reference to

any apportionment under this section or
§1.1502–95(c)); and

(C) The amount of each net operating
loss carryover, capital loss carryover, or
deferred deduction, and the year in which
it arose, of the subsidiary (or subsidiaries)
that is subject to the separate section 382
limitation or subgroup section 382 limita-
tion that is being apportioned to the com-
mon parent, and the amount of the value el-
ement and adjustment element of that lim-
itation that is apportioned to the common
parent.

(f) Definitions. In addition to the defi-
nitions in other paragraphs of this section
and in other provisions of the regulations
under section 1502, the following defini-
tions apply for purposes of this section.

(1) Allocable portion has the same
meaning as in §1.1502–32(b)(4)(iii)(B).
Thus, for example, within a class of stock,
each share has the same allocable portion
of the net inside attribute amount and, if
there is more than one class of stock, the
net inside attribute amount is allocated
to each class by taking into account the
terms of each class and all other facts and
circumstances relating to the overall eco-
nomic arrangement.

(2) Deferred deduction means any de-
duction for expenses or loss that would
be taken into account under general tax
accounting principles as of the time of
the transfer of the share, but that is nev-
ertheless not taken into account immedi-
ately after the transfer by reason of the
application of a deferral provision. Such
provisions include, for example, sections
267(f) and 469, and §1.1502–13. “De-
ferred deduction” also includes S’s portion
of such consolidated tax attributes, for ex-
ample consolidated excess charitable con-
tributions that would be apportioned to S
under the principles of §1.1502–79(e) if S
had a separate return year. Additionally,
it includes amounts equivalent to deduc-
tions, such as negative adjustments under
section 475 (mark to market accounting
method for dealers in securities) and sec-
tion 481 (adjustments required by changes
in method of accounting).

(3) Distribution has the same meaning
as in §1.1502–32(b)(3)(v).

(4) Higher-tier, lower-tier. A sub-
sidiary (S1) (and its shares of stock) is
“higher-tier” with respect to another sub-
sidiary (S2) (and its shares of stock) if
investment adjustments made to the bases

2008–44 I.R.B. 1062 November 3, 2008



of shares of S2 stock under §1.1502–32
affect the investment adjustments made
to the bases of shares of S1 stock. A
subsidiary (S1) (and its shares of stock)
is “lower-tier” with respect to another
subsidiary (S) (and its shares of stock) if
investment adjustments made to the bases
of shares of S1 stock affect the investment
adjustments made to the bases of shares of
S stock. The term lowest-tier subsidiary
generally refers to a subsidiary that owns
no stock of another subsidiary. The term
highest-tier subsidiary generally refers
to a subsidiary the stock of which is not
lower tier to any shares transferred in the
transaction.

(5) Liability means a liability that has
been incurred within the meaning of sec-
tion 461(h), except to the extent otherwise
provided in paragraph (d)(4)(ii)(C)(1) of
this section.

(6) Loss carryover means any net op-
erating or capital loss carryover that is
attributable to S, including any losses
that would be apportioned to S under the
principles of §1.1502–21(b)(2) if S had
a separate return year. However, solely
for purposes of applying paragraph (d) of
this section, loss carryovers do not include
the amount of any losses waived under
§1.1502–32(b)(4).

(7) Loss share, gain share. A loss share
is a share of stock with a basis that exceeds
its value. A gain share is a share of stock
with a value that exceeds its basis.

(8) Preferred stock, common stock. Pre-
ferred stock and common stock have the
same meanings as in §1.1502–32(d)(2) and
(3), respectively.

(9) Transaction includes all the steps
taken pursuant to the same plan or arrange-
ment.

(10) Transfer—(i) Definition. Except
as provided in paragraph (f)(10)(ii) of this
section, for purposes of this section, M
transfers a share of S stock on the earliest
of—

(A) The date that M ceases to own the
share as a result of a transaction in which,
but for the application of this section
(and notwithstanding the deferral of any
amount recognized on the transfer, other
than by reason of §1.1502–13), M would
recognize income, gain, loss or deduction
with respect to the share (see paragraph
(e)(3) of this section in the case of a trans-
fer in an intercompany transaction);

(B) The date that M and S cease to be
members of the same group;

(C) The date that a nonmember acquires
the share from M; and

(D) The last day of the taxable year dur-
ing which the share becomes worthless un-
der section 165 (taking into account the
provisions of §1.1502–80(c)) if the share
is treated as a capital asset, or the date the
share becomes worthless (taking into ac-
count the provisions of §1.1502–80(c)) if
the share is not treated as a capital asset.

(ii) Excluded transactions. Notwith-
standing paragraph (f)(10)(i) of this sec-
tion, M does not transfer a share of S stock
if—

(A) M ceases to own the share as a result
of a transaction to which section 381(a)
applies and in which either a member ac-
quires assets from S or S acquires assets
from M, provided that—

(1) M recognizes no income, gain, loss,
or deduction with respect to the share, and

(2) If the transaction is a liquidation to
which section 332 applies, M is the only
member that owns shares of S stock (if an-
other member owns shares of S stock, see
paragraph (e)(4) of this section for a limi-
tation on the application of this section); or

(B) M ceases to own the share as a result
of a distribution of the share to a nonmem-
ber in a transaction to which section 355
applies, and in which the share is treated
as qualified property for purposes of sec-
tion 355(c) or section 361(c).

(11) Value means the amount realized,
if any, or otherwise the fair market value.

(g) Anti-abuse rule—(1) General rule.
If a taxpayer acts with a view to avoid
the purposes of this section or to apply the
rules of this section to avoid the purposes
of any other rule of law, appropriate adjust-
ments will be made to carry out the pur-
poses of this section or such other rule of
law.

(2) Examples. The following examples
illustrate the principles of the anti-abuse
rule in this paragraph (g). No implication
is intended regarding the potential applica-
bility of any other anti-abuse rules:

Example 1. Loss Trafficking. (i) Facts. M pur-
chases the sole outstanding share of S stock for $100.
At that time, S owns Asset 1 with a basis of $0. S
sells Asset 1 for $100. Later, S purchases the sole out-
standing share of X stock, a corporation with losses,
with a view to liquidating X in a transaction to which
section 332 applies in order to reduce S’s disconfor-
mity amount. S purchases the X share for $1, and X
has a $100 NOL and an asset with a basis of $1. Sub-

sequently, M sells its S share for $100. After taking
into account the effects of all applicable rules of law,
M’s basis in the S share is $200 (M’s original $100
basis, increased under §1.1502–32 to reflect the $100
gain recognized on the sale of Asset 1). M’s sale of
the S share is a transfer of a loss share and therefore
subject to this section.

(ii) Analysis. Although M’s transfer of the S
share is subject to this section, there is no adjustment
under paragraph (b) of this section (S has only one
share outstanding and so there is no disparity in
bases of common shares and no shares of S preferred
stock outstanding (and so there is no unrecognized
gain or loss on S preferred stock)). See paragraph
(b)(1)(ii)(A) of this section. Accordingly, after the
application of paragraph (b) of this section, M’s sale
of the S share is still a transfer of a loss share and
therefore subject to paragraph (c) of this section.
Under paragraph (c) of this section, M’s $200 basis
in the S share is reduced, but not below the share’s
$100 value, by the lesser of the share’s net positive
adjustment and disconformity amount. The share’s
net positive adjustment is $100, the positive adjust-
ment attributable to the gain recognized on the sale
of Asset 1. The share’s disconformity amount is $0,
the excess of M’s $200 basis in the S share over S’s
$200 net inside attribute amount. Thus, the reduction
to basis under paragraph (c) of this section would be
$0. However, because S purchased the X stock and
liquidated X with a view to avoiding the purposes of
this section (by using X’s attributes to minimize the
disconformity amount of the S share), the attributes
acquired from X are disregarded for purposes of
applying this section. Accordingly, S’s net inside
attribute amount is limited to the $100 of attributes S
would have had absent the purchase of the X stock,
S’s money ($100 from the sale of Asset 1). The loss
share’s disconformity amount is therefore the excess
of $200 over $100, or $100. The lesser of the share’s
$100 net positive adjustment and $100 disconformity
amount is $100. As a result, M’s $200 basis in the S
share is reduced by $100, to $100, and M recognizes
no gain or loss on the sale of the S share.

Example 2. Use of a partnership to prevent cur-
rent attribute reduction. (i) Facts. M owns all 5 out-
standing shares of S common stock with a basis of
$200 each. S owns Asset 1 with a basis of $1000.
In year 1, with a view to preventing a current reduc-
tion in the basis of Asset 1, S contributes Asset 1 to a
partnership in a transaction in which S recognizes no
gain or loss. On December 31, year 2, M sells one S
share for $20. After taking into account the effects of
all applicable rules of law, M’s basis in each S share
is $200. M’s sale of the S share is a transfer of a loss
share and therefore subject to this section.

(ii) Analysis. Although M’s transfer of the S share
is subject to this section, there is no basis redeter-
mination under paragraph (b) of this section because
there is no disparity among M’s bases in its shares
of S common stock and there are no shares of S pre-
ferred stock outstanding (and so there is no unrecog-
nized gain or loss on S preferred stock). See para-
graph (b)(1)(ii)(A) of this section. Accordingly, after
the application of paragraph (b) of this section, M’s
sale of the S share is still a transfer of a loss share
and therefore subject to paragraph (c) of this sec-
tion. However, no adjustment is required under para-
graph (c) of this section because both the disconfor-
mity amount and the net positive adjustment are $0.
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See paragraph (c)(3) of this section. Under paragraph
(d) of this section, S’s attribute reduction amount is
$180 (the lesser of the $180 net stock loss and S’s
$900 aggregate inside loss ($1000 of attributes over
$100 value of all of the S shares)). Absent the ap-
plication of this paragraph (g), the $180 attribute re-
duction amount would be applied to reduce S’s basis
in the partnership interest. However, because S acted
with a view to avoiding a current reduction in the ba-
sis of Asset 1 under paragraph (d) of this section, this
section is applied by treating S as if it held Asset 1
at the time of the stock sale. The basis of Asset 1 is
reduced by $180, to $820, effective immediately be-
fore the transfer to the partnership and, as a result, S’s
basis in its partnership interest is $820.

Example 3. Creation of an intercompany receiv-
able to mitigate attribute reduction. (i) Facts. M
owns all five outstanding shares of S common stock
each with equal basis that exceeds value. S holds cash
and Asset 1 with a basis that exceeds value. In year
1, with a view to mitigating a reduction in the basis
of Asset 1, S lends the cash to M1. Asset 1 and the
intercompany note received from M1 are assets of the
same class under §1.338–6(b)(2). On December 31,
year 2, M sells one of its S shares and, without regard
to this section, recognizes a loss. M’s sale of the S
share is a transfer of a loss share and therefore sub-
ject to this section.

(ii) Analysis. Although M’s transfer of the S share
is subject to this section, no adjustment is required
under paragraph (b) of this section because there is
no disparity among M’s bases in shares of S common
stock and there are no shares of S preferred stock out-
standing (and so there is no unrecognized gain or loss
on S preferred stock). See paragraph (b)(1)(ii)(A)
of this section. Accordingly, after the application of
paragraph (b) of this section, M’s sale of the S shares
is still a transfer of a loss share and therefore subject
to paragraph (c) of this section. However, there is
no adjustment under paragraph (c) of this section be-
cause the net positive adjustment is $0. See paragraph
(c)(3) of this section. Under paragraph (d) of this sec-
tion, S’s attribute reduction amount would be applied
to reduce S’s basis in Asset 1 and the intercompany
receivable in proportion to basis. However, because
S acted with a view to mitigating the reduction in the
basis of Asset 1 under paragraph (d) of this section,
this section is applied without regard to the intercom-
pany receivable. Accordingly, S’s basis in Asset 1 is
reduced by the full attribute reduction amount.

Example 4. Use of a partnership to reduce net
stock loss. (i) Facts. M owns all ten outstanding
shares of S common stock, one share (Share 1) has
a basis of $0, and one share (Share 2) has a basis of
$160. S has an aggregate inside loss of $80. In one
transaction and with a view to mitigating a reduction
in S’s attributes, M contributes Share 1 to a partner-
ship, recognizing no gain or loss, and sells Share 2
for $80. M’s contribution of Share 1 to the partner-
ship is a transfer, but the share is not a loss share and
so the transfer is not subject to this section. M’s sale
of Share 2 is a transfer of a loss share and is therefore
subject to this section.

(ii) Analysis. Although M’s transfer of Share 2
is subject to this section, there is no adjustment un-
der paragraph (b) of this section because there are
no investment adjustments that have been applied to
the shares. Accordingly, after the application of para-
graph (b) of this section, M’s sale of Share 2 is still a

transfer of a loss share and therefore subject to para-
graph (c) of this section. There is no adjustment under
paragraph (c) of this section because the net positive
adjustment is $0. See paragraph (c)(3) of this sec-
tion. Accordingly, after the application of paragraph
(c) of this section, M’s sale of Share 2 is still a transfer
of loss shares and therefore subject to paragraph (d)
of this section. Under paragraph (d) of this section,
the net stock loss would be determined to be $0, the
excess of the $160 aggregate basis in all of the trans-
ferred shares over the $160 aggregate value of those
shares. S’s attribute reduction amount would be de-
termined to be $0, the lesser of the $0 net stock loss
and S’s $80 aggregate inside loss. Thus, there would
be no reduction of attributes under this paragraph (d)
of this section. However, because M acted with a
view to reducing the attribute reduction amount by
transferring a gain share to a partnership while avoid-
ing the recognition of the gain on the share, this sec-
tion is applied without regard to the transfer of the
gain share. Accordingly, the net stock loss is deter-
mined to be $80, and the attribute reduction amount
is determined to be $80.

Example 5. Stuffing gain asset. (i) Facts. M
owns the sole outstanding share of S stock (Share 1)
with a basis of $100. S owns Asset 1 with a basis
of $100 and a value of $20. With a view to avoid
the purposes of this section, M transfers Asset 2 with
a basis of $0 and a value of $80 to S in exchange
for four additional shares of S stock (Share 2 through
Share 5) in a transaction to which section 351 applies.
M later sells Share 1 to X for $20. M’s sale of Share
1 is a transfer of a loss share and therefore subject to
this section.

(ii) Analysis. Although M’s transfer of the Share 1
is subject to this section, there is no adjustment under
paragraph (b) of this section because no investment
adjustments have been applied to the basis of any S
shares. Thus, after the application of paragraph (b) of
this section, M’s sale of the S share is still a transfer
of a loss share and therefore subject to paragraph (c)
of this section. There is no adjustment under para-
graph (c) of this section because the net positive ad-
justment is $0. Accordingly, after the application of
paragraph (c) of this section, M’s sale of the S share
is still a transfer of a loss share and therefore subject
to paragraph (d) of this section. Under paragraph (d)
of this section, S’s attribute reduction amount would
be $0, the lesser of the $80 net stock loss and S’s $0
aggregate inside loss ($100 of attributes does not ex-
ceed the $100 value of all of the S shares). However,
because M transferred Asset 2 to S with a view to
avoid the purposes of this section, the application of
this section to M’s transfer of Share 1 is made without
regard to the transfer of Asset 2. Accordingly, under
paragraph (d) of this section, S’s attribute reduction
amount is $80, the lesser of the $80 net stock loss
and S’s $80 aggregate inside loss (computed without
regard to Asset 2). S’s basis in Asset 1 is therefore
reduced by $80, from $100 to $20, under paragraph
(d) of this section.

(iii) Transfer of all S shares. Assume the same
facts as in paragraph (i) of this Example 5, except
that M sells all five S shares to X, recognizing both
the gain and the loss on the S shares. The transfer
of Share 1 is still a transfer of a loss share and there-
fore subject to this section. However, because all the
shares are transferred, the group’s income is clearly
reflected. Therefore, the purposes of this section are

not avoided and this section applies without modifi-
cation. S’s attribute reduction amount is $0, the lesser
of the $0 net stock loss and S’s $0 aggregate inside
loss.

(h) Effective/applicability date. This
section applies to transfers of shares of
subsidiary stock on or after September 17,
2008, unless the transfer was made pur-
suant to a binding agreement that was in ef-
fect prior to September 17, 2008, and at all
times thereafter. For transfers of shares of
subsidiary stock that are not subject to this
section, see §§1.337(d)–2 and 1.1502–35.

Par. 19. Section 1.1502–75 is amended
by:

1. Revising paragraph (d)(1).
2. Adding paragraph (l).
The revision and addition read as fol-

lows:

§1.1502–75 Filing of consolidated
returns.

* * * * *
(d) When a group remains in exis-

tence—(1) General rule. A group remains
in existence for a tax year if the common
parent remains as the common parent and
at least one subsidiary that was affiliated
with it at the end of the prior year remains
affiliated with it at the beginning of the
year, whether or not one or more corpora-
tions have ceased to be subsidiaries at any
time after the group was formed. Thus, for
example, assume that corporation P ac-
quires the sole outstanding share of stock
of S on January 1, year 1, and that P and S
file a consolidated return for the year 1 cal-
endar year. On May 1, year 2, P acquires
the sole outstanding share of stock of S1
and, on July 1, year 2, P sells the S share.
The group (consisting originally of P and
S) remains in existence in year 2 because
P remained the common parent and, S, a
subsidiary that was affiliated with P at the
end of year 1, remained affiliated with P
at the beginning of year 2.

* * * * *
(l) Effective/applicability dates. Para-

graph (d)(1) of this section applies to tax-
able years for which the due date of the
original return (without regard to exten-
sions) is on or after September 17, 2008.

Par. 20. Section 1.1502–80 is amended
by:

1. Revising paragraph (a) and (c)(2).
2. Adding paragraph (h).
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The revisions and addition reads as fol-
lows:

§1.1502–80 Applicability of other
provisions of law.

(a) In general—(1) Application of other
provisions. The Internal Revenue Code
(Code), or other law, shall be applicable
to the group to the extent the regulations
do not exclude its application. To the ex-
tent not excluded, other rules operate in ad-
dition to, and may be modified by, these
regulations. Thus, for example, in a trans-
action to which section 381(a) applies, the
acquiring corporation will succeed to the
tax attributes described in section 381(c).
Furthermore, sections 269 and 482 apply
for any consolidated return year. However,
in a recognition transaction otherwise sub-
ject to section 1001, for example, the rules
of section 1001 continue to apply, but may
be modified by the intercompany transac-
tion regulations under §1.1502–13.

(2) No duplicative adjustments. Noth-
ing in these regulations shall be interpreted
or applied to require an adjustment, inclu-
sion, or other item to the extent it would
have the effect of duplicating any other ad-
justment, inclusion, or other item required
under the Code or other rule of law, includ-
ing other provisions of these regulations.

(3) Application of single-entity princi-
ples. If two or more adjustments, inclu-
sions, or other items are subject to para-
graph (a)(2) of this section, the determi-
nation of which adjustment, inclusion, or
other item is treated as applied or taken
into account is made by taking into account
the purposes of the provisions and apply-
ing single-entity principles as appropriate.

(4) Effective/applicability dates. This
paragraph (a) is applicable with respect to
transactions and determinations on or after
September 17, 2008.

* * * * *
(c) * * *
(2) Cross reference. See §1.1502–36

for additional rules relating to worth-
lessness of subsidiary stock on or after
September 17, 2008.

* * * * *
(h) Non-applicability of section

362(e)(2)—(1) General rule. Section
362(e)(2) does not apply to any intercom-
pany transaction occurring on or after
September 17, 2008. Taxpayers may ap-

ply this paragraph (h) to intercompany
transactions occurring on or after October
22, 2004, and in such case, any election
made under section 362(e)(2)(C) will have
no effect. The purpose of this paragraph
(h) is to facilitate the application of the
consolidated return provisions addressing
the duplication of loss between members
of a consolidated group.

(2) Anti-abuse rule—(i) General rule.
If a taxpayer engages in a transaction to
which section 362(e)(2) would apply but
for the application of paragraph (h)(1)
of this section, and acts with a view to
prevent the consolidated return provisions
from properly addressing loss duplication,
appropriate adjustments will be made to
clearly reflect the income of the group.

(ii) Example. The following example
illustrates the principle of the anti-abuse
rule in this paragraph (h)(2).

Example. (A) Facts. P, the common parent of a
consolidated group, owns the four outstanding shares
of S stock (Share 1 through Share 4) with an aggre-
gate basis of $0 and value of $80. S owns Asset 1
with a basis of $0 and a value of $80. With a view to
prevent the consolidated return provisions from ad-
dressing the duplication of loss, P transfers Asset 2
with a basis of $100 and a value of $20 to S in ex-
change for an additional share of S stock (Share 5)
in a transaction to which section 351 applies. P later
sells Share 5 to X, an unrelated person, for $20 at a
time when S’s basis in Asset 2 was still $100. The
sale is a transfer of a loss share and therefore subject
to §1.1502–36.

(B) Analysis. Although the sale would be subject
to §1.1502–36, that section would not prevent the
stock loss or reduce S’s attributes (to prevent duplica-
tion of the stock loss) because neither §1.1502–36(b)
nor §1.1502–36(c) would adjust the basis of the
transferred share (because there are no investment
adjustments) and §1.1502–36(d) would not reduce
S’s attributes (because S’s aggregate inside loss is
$0). However, because P acted with a view to prevent
the consolidated return provisions from addressing
the duplication of the loss on Asset 2, P’s transfer
of Asset 2 to S is subject to the anti-abuse rule in
this paragraph (h)(2). Accordingly, effective imme-
diately before the transfer of Share 5 to X, either
P’s basis in Share 5 or S’s basis in Asset 2 must be
adjusted to reflect what it would have been had sec-
tion 362(e)(2) been applied at the time P transferred
Asset 2 to S (taking into account the interim facts and
circumstances). Accordingly, S must either reduce
its basis in Asset 2 by $80 to $20 (eliminating the
duplicated loss) or P must reduce its basis in Share 5
by $80 to $20 (eliminating the duplicated loss).

(C) Transfer of all S shares. Assume the same
facts as those in paragraph (A) of this Example, ex-
cept that P sells all five S shares to X. Although P’s
transfer of Asset 2 to S results in the duplication of
an $80 loss, because all the shares are transferred,
the transaction does not prevent the consolidated re-
turn provisions from properly addressing loss dupli-
cation. P’s $80 duplicated loss is offset by an $80

duplicated gain, and the group recognizes the offset-
ting stock gain and loss. Accordingly, this paragraph
(h)(2) does not apply to P’s transfer of Asset 2 to S.

Par. 21. Section 1.1502–91 is amended
by revising paragraph (h)(2) to read as fol-
lows:

§1.1502–91 Application of section 382
with respect to a consolidated group.

* * * * *
(h) * * *
(2) Disposition of stock or an intercom-

pany obligation of a member. Gain or loss
recognized by a member on the disposition
of stock (including stock described in sec-
tion 1504(a)(4) and §1.382–2T(f)(18)(ii)
and (iii)) of another member is treated as
a recognized gain or loss for purposes of
section 382(h)(2) (unless disallowed) even
though gain or loss on such stock was not
included in the determination of a net un-
realized built-in gain or loss under para-
graph (g)(1) of this section. Gain or loss
recognized by a member with respect to an
intercompany obligation is treated as rec-
ognized gain or loss only to the extent (if
any) the transaction gives rise to aggre-
gate income or loss within the consolidated
group. The first sentence of this paragraph
(h)(2) is applicable on or after September
17, 2008.

* * * * *
Par. 22. Section 1.1502–95 is amended

by revising paragraph (d)(3), Example 6 to
read as follows:

§1.1502–95 Rules on ceasing to be a
member of a consolidated group (or loss
subgroup).

* * * * *
(d) * * *
(3) * * *
Example 6. Reattribution of net operating loss

carryover under §1.1502–36(d)(6). The facts are
the same as in Example 3, except that, instead of
distributing the L2 stock to M, P sells that stock
to B, and, under §1.1502–36(d)(6), M reattributes
$10 of L2’s net operating loss carryover to itself.
Under §1.1502–36(d)(6)(iv)(A), M succeeds to the
reattributed loss as if the loss were succeeded to in
a transaction to which section 381(a) applies. M, as
successor to L2, does not cease to be a member of
the P loss subgroup.

* * * * *
Par. 23. Section 1.1502–96 is amended

by revising paragraph (d) to read as fol-
lows:
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§1.1502–96 Miscellaneous rules.

* * * * *
(d) Losses reattributed under

§1.1502–36(d)(6)—(1) In general. This
paragraph (d) contains rules relating to
net operating carryovers, capital loss
carryovers, and deferred deductions (col-
lectively, loss or losses) that are reat-
tributed to the common parent under
§1.1502–36(d)(6). References in this para-
graph (d) to a subsidiary are references to
the subsidiary (or lower-tier subsidiary)
whose loss is reattributed to the common
parent.

(2) Deemed section 381(a) transaction.
Under §1.1502–36(d)(6)(iv)(A), the com-
mon parent succeeds to the reattributed
losses as if the losses were succeeded to
in a transaction to which section 381(a)
applies. In general, §§1.1502–91 through
1.1502–95, this section, and §1.1502–98
are applied to the reattributed losses in
accordance with that characterization.
See generally, §1.382–2(a)(1)(ii) (relating
to distributor or transferor loss corpora-
tions in transactions under section 381),
§1.1502–1(f)(4) (relating to the defini-
tion of predecessor and successor) and
§1.1502–91(j) (relating to predecessor and
successor corporations). For example, if
the reattributed loss is a pre-change at-
tribute subject to a section 382 limitation,
it remains subject to that limitation fol-
lowing the reattribution. In certain cases,
the limitation applicable to the reattributed
loss is zero unless the common parent
apportions all or part of the limitation to
itself. (See paragraph (d)(4) of this sec-
tion.)

(3) Rules relating to owner shifts—(i)
In general. Any owner shift of the sub-
sidiary (including any deemed owner shift
resulting from section 382(g)(4)(D) or
382(l)(3)) in connection with the disposi-
tion of the stock of the subsidiary is not
taken into account in determining whether
there is an ownership change with respect
to the reattributed loss. However, any
owner shift with respect to the successor
corporation that is treated as continuing in
existence under §1.382–2(a)(1)(ii) must
be taken into account for such purpose if
such owner shift is effected by the reat-
tribution and an owner shift of the stock
of the subsidiary not held directly or indi-
rectly by the common parent would have
been taken into account if such shift had

occurred immediately before the reattribu-
tion. See paragraph (d)(3)(ii) Example 2
of this section.

(ii) Examples. The following examples
illustrate the principles of this paragraph
(d)(3):

Example 1. No owner shift for reattributed loss.
(i) Facts. P, the common parent of a consolidated
group, owns 60% of the stock of L, and B owns the
remaining 40%. L has a net operating loss carryover
of $100 from year 1 that it carries over to years 2, 3,
and 4. At the beginning of year 2, P purchases 40%
of the L stock from B, which does not cause an own-
ership change of L. On December 31, year 3, P sells
all of the L stock to M. Pursuant to §1.1502–36(d)(6),
P reattributes $10 of L’s $100 net operating loss car-
ryover to itself, and L carries $90 of its net operating
loss carryover to its year 4.

(ii) Analysis. The sale of the L stock to M does
not cause an owner shift that is taken into account
in determining if there is an ownership change with
respect to the $10 reattributed loss. Following the
reattribution, §1.1502–94(b) continues to apply to de-
termine if there is an ownership change with respect
to the $10 reattributed loss, until, under paragraph
(a) of this section, the loss is treated as described in
§1.1502–91(c)(1)(i). In applying §1.1502–94(b), the
40 percentage point increase by the P shareholders
prior to the reattribution is taken into account. The
sale of the L stock to M does cause an ownership
change of L with respect to the $90 of its net oper-
ating loss that it carries over to year 4.

Example 2. Owner shift for reattributed loss. The
facts are the same as in Example 1, except that P
only purchases 20% of the L stock from B and sells
80% of the L stock to M. L is a new loss mem-
ber, and, under §1.1502–94(b)(1), an owner shift of
the stock of L not held directly or indirectly by the
common parent (the 20% of L stock still held by B)
would have been taken into account if such shift had
occurred immediately before the reattribution. Fol-
lowing the reattribution, §1.1502–94(b) continues to
apply to determine if there is an ownership change
with respect to the $10 reattributed loss, until, un-
der paragraph (a) of this section, the loss is treated
as described in §1.1502–91(c)(1)(i). With respect to
the $10 reattributed loss, the P shareholders have in-
creased their percentage ownership interest by 40 per-
centage points. The P shareholders have increased
their ownership interests by 20 percentage points as
a result of P’s purchase of stock from B, and, un-
der §1.382–2(a)(1)(ii), are treated as increasing their
interests by an additional 20 percentage points as a
result of the reattribution. (The acquisition of the L
stock by M does not, however, effect an owner shift
for the $10 of reattributed loss.) The sale of the L
stock to M causes an ownership change of L with re-
spect to the $90 of net operating loss that L carries
over to Year 4.

(4) Rules relating to the section 382
limitation—(i) Reattributed loss is a
pre-change separate attribute of a new
loss member. If the reattributed loss is
a pre-change separate attribute of a new
loss member that is subject to a separate
section 382 limitation prior to the dispo-

sition of subsidiary stock, the common
parent’s limitation with respect to that
loss is zero, except to the extent that the
common parent apportions to itself, under
paragraph (d)(5) of this section, all or part
of such limitation. A separate section 382
limitation is the limitation described in
§1.1502–94(b) that applies to a pre-change
separate attribute.

(ii) Reattributed loss is a pre-change
subgroup attribute. If the reattributed loss
is a pre-change subgroup attribute sub-
ject to a subgroup section 382 limitation
prior to the disposition of subsidiary stock,
and, immediately after the reattribution,
the common parent is not a member of
the loss subgroup, the section 382 limita-
tion with respect to that loss is zero, ex-
cept to the extent that the common par-
ent apportions to itself, under paragraph
(d)(5) of this section, all or part of the sub-
group section 382 limitation. See, how-
ever, §1.1502–95(d)(3) Example 6, for an
illustration of a case where the common
parent, as successor to the subsidiary, is a
member of the loss subgroup immediately
after the reattribution.

(iii) Potential application of section
382(l)(1). In general, the value of the
stock of the common parent is used to
determine the section 382 limitation for
an ownership change with respect to the
reattributed loss that occurs at the time of,
or after, the reattribution. For example,
if the loss is a pre-change consolidated
attribute, the value of the stock of the
common parent is used to determine the
section 382 limitation, and no adjustment
to that value is required because of the
deemed section 381(a) transaction. How-
ever, if the loss is a pre-change separate
attribute of a new loss member (or is a
pre-change attribute of a loss subgroup
member and the common parent was not
the loss subgroup parent immediately be-
fore the reattribution), the deemed section
381(a) transaction is considered to con-
stitute a capital contribution with respect
to the new loss member (or loss sub-
group member) for purposes of section
382(l)(1). Accordingly, if that section
applies because the deemed capital contri-
bution is (or is considered under section
382(l)(1)(B) to be) part of a plan described
in section 382(l)(1)(A), the value of the
stock of the common parent after the
deemed section 381(a) transaction must
be adjusted to reflect the capital contribu-
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tion. Ordinarily, this will require the value
of the stock of the common parent to be
reduced to an amount that represents the
value of the stock of the subsidiary (or loss
subgroup of which the subsidiary was a
member) when the reattribution occurred.

(iv) Duplication or omission of value.
In determining any section 382 limitation
with respect to the reattributed loss and
with respect to other pre-change losses,
appropriate adjustments must be made
so that value is not improperly omitted
or duplicated as a result of the reattribu-
tion. For example, if the subsidiary has an
ownership change upon its departure, and
the common parent (as successor) has an
ownership change with respect to the reat-
tributed pre-change separate attribute upon
its reattribution under paragraph (d)(3)(i)
of this section, proper adjustments must
be made so that the value of the subsidiary
is not taken into account more than once
in determining the section 382 limitation
for the reattributed loss and the loss that is
not reattributed.

(v) Special rule for continuity of busi-
ness requirement. If the reattributed loss
is a pre-change attribute of new loss mem-
ber and the reattribution occurs within the
two-year period beginning on the change
date, then, starting immediately after the
reattribution, the continuity of business re-
quirement of section 382(c)(1) is applied
with respect to the business enterprise of
the common parent. Similar principles ap-
ply if the reattributed loss is a pre-change
subgroup attribute and, on the day after the
reattribution, the common parent is not a
member of the loss subgroup.

(5) Election to reattribute section 382
limitation—(i) Effect of election. The
common parent may elect to apportion
to itself all or part of any separate sec-
tion 382 limitation or subgroup section
382 limitation to which the loss is sub-
ject immediately before the reattribution.
However, no net unrealized built-in gain
of the member (or loss subgroup) whose
loss is reattributed can be apportioned to
the common parent. The principles of
§1.1502–95(c) apply to the apportionment,
treating, as the context requires, references
to the former member as references to the
common parent, and references to the con-
solidated section 382 limitation as refer-
ences to the separate section 382 limitation

(or subgroup section 382 limitation) that is
being apportioned. Thus, for example, the
common parent can reattribute to itself all
or part of the value element or adjustment
element of the limitation, and any part of
such element that is apportioned requires
a corresponding reduction in such element
of the separate section 382 limitation of the
subsidiary whose loss is reattributed (or in
the subgroup section 382 limitation if the
reattributed loss is a pre-change subgroup
attribute). Appropriate adjustments must
be made to the separate section 382 limi-
tation (or subgroup section 382 limitation)
for the consolidated return year in which
the reattribution is made to reflect that the
reattributed loss is an attribute acquired
by the common parent during the year in
a transaction to which section 381(a) ap-
plies. The election is made by the common
parent as part of the election to reattribute
the loss. See §1.1502–36(e)(5)(x) for the
time and manner of making the election.

(ii) Examples. The following examples
illustrate the principles of this paragraph
(d)(5):

Example 1. Consequence of apportionment. (i)
Facts. P, the common parent of a consolidated group,
purchases all of the stock of L on December 31, year
1. L carries over a net operating loss arising in year
1 to each of the next 5 taxable years. The purchase
of the L stock causes an ownership change of L, and
results in a separate section 382 limitation of $10 for
L’s net operating loss carryover based on the value
of the L stock. On July 2, year 3, P sells 30% of
the L stock to A. Under §1.1502–36(d)(6), P elects
to reattribute to itself $110 of L’s $200 net operating
loss carryover. P also elects to apportion to itself $6
of the $10 value element of the separate section 382
limitation.

(ii) Analysis. (A) P’s separate section 382 limi-
tation. For the consolidated return years ending after
December 31, year 3, P’s separate section 382 lim-
itation with respect to the reattributed net operating
loss carryover is $6, adjusted as appropriate for any
short taxable year, unused section 382 limitation, or
other adjustment. For the P group’s consolidated re-
turn year ending December 31, year 3, the separate
section 382 limitation for L’s net operating loss car-
ryover is $8, the sum of $5 and $3. Five dollars of the
limitation is the amount that bears the same relation-
ship to $10 as the number of days in the period end-
ing with the deemed section 381(a) transaction, 183
days, bears to 365. Three dollars of the limitation is
the amount that bears the same relationship to $6 as
the number of days in the period between July 3 and
December 31, 182 days, bears to 365.

(B) L’s separate section 382 limitation. For L’s
taxable years ending after December 31, year 3, L’s
separate section 382 limitation for its $90 of net op-
erating loss carryover that was not reattributed to P is
$4, adjusted as appropriate for any short taxable year,

unused section 382 limitation, or other adjustment.
For L’s short taxable year ending December 31, year
3, the section 382 limitation for its $90 of net oper-
ating loss carryover is $2, the amount that bears the
same relationship to $4 (the portion of the value ele-
ment that was not apportioned to P), as the number of
days during the short taxable year, 182 days, bears to
365. See §1.382–5(c).

Example 2. No apportionment required for con-
solidated pre-change attribute. (i) Facts. P, the com-
mon parent of a consolidated group, forms L. For year
1, L has an operating loss of $70 that is not absorbed
and is included in the group’s consolidated net oper-
ating loss that is carried over to subsequent years. On
January 1 of year 3, A buys all of the P stock and
the P group has an ownership change. The consoli-
dated section 382 limitation based on the value of the
P stock is $10.

(ii) Analysis. On April 13 of year 4, P sells all
of the stock of L to B and, under §1.1502–36(d)(6),
elects to reattribute to itself $45 of L’s net operat-
ing loss carryover. Following the reattribution, the
$45 portion of the year 1 net operating loss carryover
retains its character as a pre-change consolidated at-
tribute, and remains subject to so much of the $10
consolidated section 382 limitation as P does not elect
to apportion to L under §1.1502–95(c).

* * * * *
Par. 24. Section 1.1502–99 is amended

by revising the section heading and para-
graph (b)(4) to read as follows:

§1.1502–99 Effective/applicability dates.

* * * * *
(b) * * *
(4) Reattribution of losses under

§1.1502–36(d)(6). Section 1.1502–96(d)
applies to reattributions of net operat-
ing loss carryovers, capital loss carry-
overs, and deferred deductions in con-
nection with a transfer of stock to which
§1.1502–36 applies, and the election
under §1.1502–96(d)(5) (relating to an
election to reattribute section 382 lim-
itation) can be made with an election
under §1.1502–36(d)(6) to reattribute a
loss to the common parent that is filed at
the time and in the manner provided in
§1.1502–36(e)(5)(x).

* * * * *
Par. 25. For each section listed in the

tables, remove the language in the “Re-
move” column and add in its place the lan-
guage in the “Add” column as set forth be-
low:
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Section Remove Add

§1.267(f)–1(k) For additional rules applicable to the
disposition or deconsolidation of the
stock of members of consolidated groups,
see §§1.337(d)–2, 1.1502–13(f)(6), and
1.1502–35.

For additional rules applicable to
the disposition, deconsolidation, or
transfer of the stock of members of
consolidated groups, see §§1.337(d)–2,
1.1502–13(f)(6), 1.1502–35, and
1.1502–36.

§1.597–4(g)(2)(v), second parenthetical §§1.337(d)–2 and 1.1502–35(f) §1.337(d)–2, §1,1502–35(f), and
§1.1502–36

§1.1502–11(b)(3)(ii), paragraph (c) in
Example

§§1.337(d)–2 and 1.1502–35 §§1.337(d)–2, 1.1502–35, and 1.1502–36

§1.1502–12(r) §§1.337(d)–2 and 1.1502–35(f) for
rules relating to basis adjustments and
allowance of stock loss on dispositions of
stock of a subsidiary member.

§§1.337(d)–2, 1.1502–35, and 1.1502–36
for rules relating to basis adjustments and
allowance of stock loss on dispositions or
transfers of subsidiary stock.

§1.1502–15(b)(2)(iii) §§1.337(d)–2, 1.1502–35, or §1.337(d)–2, §1.1502–35, §1.1502–36, or

§1.1502–21(b)(2)(iv)(B)(2)(i) (b)(2)(iv)(B)(2)(iv) (b)(2)(iv)(B)(2)(v)

§1.1502–21(b)(2)(iv)(B)(2)(ii) (b)(2)(iv)(B)(2)(iv) (b)(2)(iv)(B)(2)(v)

§1.1502–21(b)(2)(iv)(B)(2)(iii) (b)(2)(iv)(B)(2)(iv) (b)(2)(iv)(B)(2)(v)

§1.1502–90 Table of Contents, under
§1.1502–96(d)

§1.1502–20(g) §1.1502–36(d)(6)

§1.1502–90 Table of Contents, under
§1.1502–99(b)(4)

§1.1502–20(g) §1.1502–36(d)(6)

PART 602 — OMB CONTROL
NUMBERS UNDER THE PAPERWORK
REDUCTION ACT

Par. 26. The authority citation for part
602 continues to read as follows:

Authority: 26 U.S.C. 7805.
Par. 27. In §602.101, paragraph (b) is

amended as follows:
1. The following entries to the table are

removed:

§602.101 OMB Control Numbers.

* * * * *
(b) * * *

CFR part or section where
identified and described

Current OMB
Control No.

* * * * *

§1.1502–20 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–1160

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–1218

§1.1502–20T . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–1774

§1.1502–32T . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–1774

§1.1502–35T . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–2019

* * * * *

2. The following entry is added in nu-
merical order to the table:

§602.101 OMB Control Numbers.

* * * * *

(b) * * *
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CFR part or section where
identified and described

Current OMB
Control No.

* * * * *

§1.1502–36 . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1545–2096

* * * * *

Linda E. Stiff,
Deputy Commissioner for
Services and Enforcement.

Approved September 4, 2008.

Eric Solomon,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on September 9,
2008, 4:15 p.m., and published in the issue of the Federal
Register for September 17, 2008, 73 F.R. 53933)

Section 6401.—Amounts
Treated as Overpayments

To the extent that taxpayer is allowed the business
credit or alternative minimum tax credit in an amount

allocable to the aggregate increases in the business
credit limitation and the alternative minimum tax
credit limitation that result from the §168(k)(4) elec-
tion, such amount(s) are treated as overpayments
within the meaning of § 6041(b) that are refundable
to the taxpayer. See Rev. Proc. 2008-65, page 1082.
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Part III. Administrative, Procedural, and Miscellaneous
Guidance for Sections
162(m)(5) and 280G(e) of the
Internal Revenue Code

Notice 2008–94

I. PURPOSE

This notice provides guidance on cer-
tain executive compensation provisions
of the Emergency Economic Stabilization
Act of 2008, Div. A of Pub. Law No.
110–343 (EESA), which was enacted on
October 3, 2008. Section 302 of EESA
added new §§ 162(m)(5) and 280G(e)
to the Internal Revenue Code. Section
162(m) generally limits the deductibility
of compensation paid to certain corporate
executives and § 280G provides that a
corporate executive’s excess parachute
payments are not deductible and imposes
(under § 4999) an excise tax on the exec-
utive for those amounts.

New §§ 162(m)(5) and 280G(e) provide
additional limitations on the deductibility
of compensation paid to certain executives
by employers who sell “troubled assets”
in the “troubled assets relief program”
included in EESA. Section 162(m)(5) gen-
erally reduces the $1 million deduction
limitation to $500,000 for certain taxable
years and provides that certain exceptions
to the deduction limitation, including the
exception for performance-based com-
pensation, are not applicable. Section
280G(e) generally expands the definition
of a parachute payment to include certain
payments made contingent on severance
from employment.

II. BACKGROUND RELATING TO
EESA EXECUTIVE COMPENSATION
PROVISIONS

Section 101(a) of EESA authorizes the
Secretary of the Treasury to establish a
Troubled Assets Relief Program (TARP)
to “purchase, and to make and fund com-
mitments to purchase, troubled assets from
any financial institution, on such terms and
conditions as are determined by the Sec-
retary, and in accordance with this Act
and policies and procedures developed and
published by the Secretary.” Section 120 of

EESA provides that the TARP authorities
terminate on December 31, 2009, unless
extended upon certification by the Secre-
tary of the Treasury to Congress, but in no
event later than two years from the date
of enactment (October 3, 2008) (the TARP
authorities period). Thus, the TARP au-
thorities period is the period from October
3, 2008 to December 31, 2009 or, if ex-
tended, the period from October 3, 2008 to
the date so extended, but no later than Oc-
tober 3, 2010.

EESA includes two sections that di-
rectly address executive compensation.
Section 302 of EESA enacted tax provi-
sions as amendments to §§ 162(m) and
280G that address compensation paid to
certain executive officers employed by
financial institutions that sell assets under
TARP. This notice addresses these tax
provisions.

Section 111 of EESA subjects certain fi-
nancial institutions that sell assets to the
Treasury Department to specified execu-
tive compensation standards. In the case
of a direct purchase the standards under
section 111(b) of EESA include: (a) lim-
its on compensation that exclude incen-
tives on senior executive officers of finan-
cial institutions to take unnecessary and
excessive risks that threaten the value of
the financial institution during the period
that the Treasury Department holds an eq-
uity or debt position, (b) recovery of any
bonus or incentive compensation paid to
a senior executive officer based on state-
ments of earnings, gains, or other criteria
that are later proven to be materially in-
accurate, and (c) a prohibition on making
any golden parachute payment to any of its
senior executive officers during the period
that the Treasury Department holds an eq-
uity or debt position. In the case of a fi-
nancial institution that has sold assets un-
der TARP in sales that are not solely direct
purchases and the amount sold (includ-
ing direct purchases) exceeds $300 million
in the aggregate, the financial institution
is prohibited under section 111(c) during
the TARP authorities period from entering
into any new employment contract with
a senior executive officer that provides a
golden parachute in the event of involun-
tary termination from employment, bank-

ruptcy filing, insolvency, or receivership.
See Interim final regulations issued by the
Treasury under section 111(b) of EESA
at 31 CFR part 30, Notice 2008–PSSFI
under section 111(b) of EESA, and No-
tice 2008–TAAP under section 111(c) of
EESA.

III. SECTION 302(a) OF EESA ADDING
NEW § 162(m)(5)

A. Section 162(m) Background

Section 162(m) generally limits the oth-
erwise allowable deduction for compensa-
tion paid or accrued with respect to a cov-
ered employee of a publicly held corpora-
tion to no more than $1 million per year.1

Section 162(m)(3) defines a covered em-
ployee as (1) the chief executive officer of
the corporation (or an individual acting in
such capacity) as of the close of the tax-
able year, or (2) one of the four most highly
compensated officers for the taxable year
(other than the chief executive officer) re-
quired to be reported to the shareholders
under the Securities Exchange Act of 1934
(the Exchange Act).

In 2006, the Securities and Exchange
Commission amended the rules related
to executive compensation disclosure. In
response to the 2006 amendment, the Trea-
sury Department and the Service issued
Notice 2007–49, 2007–25 I.R.B. 1429,
which provides that “covered employee”
means any employee who is (1) the prin-
cipal executive officer (or an individual
acting in such capacity) defined by refer-
ence to the Exchange Act or (2) among the
three most highly compensated officers for
the taxable year (other than the principal
executive officer or the principal financial
officer), again defined by reference to the
Exchange Act. Section 1.162–27(c)(2) of
the Treasury Regulations provides that the
individual must meet the criteria of chief
executive officer or be among the highest
compensated officers as of the last day of
the taxable year in order to be a covered
employee.

If an individual is a covered employee
for a taxable year, then a deduction limit
applies to all compensation not explicitly
excluded from the deduction limit, regard-

1 A corporation is treated as publicly held if it has a class of equity securities that is required to be registered under section 12 of Securities Exchange Act of 1934.
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less of whether the compensation is for
services as a covered employee and re-
gardless of when the compensation was
earned. The $1 million limit is reduced
by excess parachute payments (as defined
in § 280G) that are not deductible by the
corporation. Under § 162(m) as in ef-
fect prior to the amendment included in
EESA, the following types of compensa-
tion generally are not subject to the deduc-
tion limit and are not taken into account
in determining whether other compensa-
tion exceeds $1 million: (1) remunera-
tion payable on a commission basis; (2)
remuneration payable solely on account
of the attainment of one or more perfor-
mance goals if certain outside director and
shareholder approval requirements are met
(“performance-based compensation”); (3)
payments to a tax-qualified retirement plan
(including salary reduction contributions);
(4) amounts that are excludable from the
executive’s gross income; and (5) any re-
muneration payable under a written bind-
ing contract that was in effect on February
17, 1993 and that was not materially modi-
fied thereafter. Because remuneration gen-
erally does not include compensation for
which a deduction is allowable after a cov-
ered employee ceases to be a covered em-
ployee, the deduction limit does not apply
to compensation that is deferred until after
termination of employment.

B. Section 302(a) of EESA: Amendment
adding § 162(m)(5)

Section 302(a) of EESA amended
§ 162(m) to add § 162(m)(5), which re-
duces the deduction limit to $500,000 in
the case of “executive remuneration” and
“deferred deduction executive remuner-
ation.” This limit applies only to certain
employers (an “applicable employer”) for
remuneration paid to certain executives
(“covered executives) during certain tax-
able years (an “applicable taxable year”).
Employers covered under § 162(m)(5) are
not limited to publicly held corporations
(nor even to corporations). The exception
for performance-based compensation and
certain other exceptions do not apply in the
case of executive compensation covered
under § 162(m)(5).

Q&A–1 and Q&A–2 of this notice pro-
vide guidance on when an employer is
an applicable employer, Q&A–3 provides
guidance on when a taxable year is an

applicable taxable year, Q&A–4 provides
guidance on the determination of who is a
covered executive, Q&A–5 provides guid-
ance on mergers and acquisitions, Q&A–6
provides guidance on executive remuner-
ation, and Q&A–7 through Q&A–10 pro-
vide guidance on deferred deduction exec-
utive remuneration.

Q–1: What is an applicable employer
under § 162(m)(5)?

A–1: (a) General definition. An “ap-
plicable employer” is any financial institu-
tion that is an employer from whom one
or more troubled assets are acquired un-
der TARP, but only if the aggregate amount
of the assets acquired exceeds $300 mil-
lion. The assets that are counted for the
$300 million threshold include assets that
are acquired under TARP in accordance
with section 101(a) of EESA. However, if
the only such acquisitions from a financial
institution are through a direct purchase,
the financial institution is not an applica-
ble employer. (For special rules with re-
spect to employers that sell assets through
a direct purchase, see section 111(b) of
EESA, Interim final regulations issued by
the Treasury under section 111(b) of EESA
at 31 CFR part 30, and Notice 2008–PSSFI
under section 111(b) of EESA.)

(b) Controlled group rules. For pur-
poses of § 162(m)(5), including the deter-
mination of whether the aggregate amount
of assets acquired from an employer ex-
ceeds $300 million, two or more persons
who are treated as a single employer under
§ 414(b) (employees of a controlled group
of corporations) and § 414(c) (employees
of partnerships, proprietorships, etc., that
are under common control) are treated as
a single employer. However, for purposes
of applying the aggregation rules to deter-
mine an applicable employer, the rules for
brother-sister controlled groups and com-
bined groups are disregarded (including
disregarding the rules in § 1563(a)(2) and
(a)(3) with respect to corporations and the
parallel rules that are in § 1.414(c)–2(c)
of the Treasury Regulations with respect
to other organizations conducting trades
or businesses). See Q&A–4 of this no-
tice regarding the determination of a cov-
ered executive in a controlled group, and
see Q&A–5 of this notice for special rules
where a financial institution has acquired
another financial institution through an ac-
quisition.

(c) Example. Bank holding company X is the sole
owner of banks A, B, and C. In December of 2008,
bank A sells $150 million of assets under a TARP auc-
tion purchase. In February of 2009, bank B sells $100
million of assets under a TARP auction purchase. On
August 14, 2009, bank C sells $100 million of assets
under a TARP auction purchase. Bank holding com-
pany X, along with banks A, B, and C, plus any other
entity that is treated as the same employer under the
rules described in paragraph (b) of this Q&A–1, con-
stitute a single applicable employer that has sold in
excess of $300 million of assets under a TARP auc-
tion purchase. As provided in Q&A–4 of this notice,
the chief executive officer and chief financial officer
of bank holding company X and the three other most
highly compensated officers of the bank holding com-
pany X controlled group are “covered executives.”

Q–2: Can a corporation that is not pub-
licly traded, or an entity that is not a cor-
poration, be an “applicable employer”?

A–2: (a) General rule. Yes. An
applicable employer for purposes of
§ 162(m)(5) is not limited to a publicly
traded corporation or even to the corporate
business form. Thus, an entity, whether or
not publicly traded, is an applicable em-
ployer if the entity is described in Q&A–1
of this notice regardless of whether the
entity is a corporation, a partnership (or
taxed as a partnership for federal tax pur-
poses), or a trust.

(b) Special rule for partnerships,
grantor trusts, and similar entities. In the
case of a partnership, grantor trust, or sim-
ilar entity, the determination of whether
more than $300 million of assets has been
sold is generally made at the level of the
selling entity (taking into account all enti-
ties that are treated as the same employer
under the controlled group rules described
in Q&A–1(b) of this notice). However, if
the selling entity has no employees who
are officers (or acting in the capacity of an
officer), then the owner of the entity that
manages the selling entity’s assets is the
entity that may be the applicable employer
(along with all entities that are treated as
the same employer as the selling entity
under the controlled group rules described
in Q&A–1(b) of this notice).

Q–3: What is an applicable taxable year
to which the $500,000 deduction limit im-
posed by § 162(m)(5) applies?

A–3: Section 162(m)(5) does not ap-
ply to an employer unless, during a tax-
able year of the employer that includes any
portion of the TARP authorities period, the
aggregate amount of the troubled assets
acquired under TARP from the employer
in that taxable year, when added to the
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amount acquired from the employer under
TARP for all preceding taxable years, ex-
ceeds $300 million (unless all such acqui-
sitions are through a direct purchase. If
the condition in the preceding sentence is
satisfied, then § 162(m)(5) applies to that
taxable year and to any subsequent tax-
able year of the employer that includes any
portion of the TARP authorities period.
(See Q&A–10 regarding the applicability
of § 162(m)(5) to deferred deduction ex-
ecutive compensation after the TARP au-
thorities period.) If the entities that are
treated as a single applicable employer un-
der the controlled group rules described
in Q&A–1(b) of this notice do not have
the same taxable year, the relevant taxable
year is the taxable year of the parent entity
in the controlled group.

Q–4: Who is a covered executive under
§ 162(m)(5)?

A–4: (a) General definition. A “cov-
ered executive” means an individual de-
scribed in the following sentence who is
employed by a financial institution that is
an applicable employer at any time during
an applicable taxable year. Covered ex-
ecutives are limited to: (i) the chief ex-
ecutive officer (CEO) and the chief finan-
cial officer (CFO) (or an individual act-
ing in either of those capacities) of the ap-
plicable employer during the taxable year
that includes any portion of the TARP au-
thorities period, and (ii) the three high-
est compensated officers of the applicable
employer (including the entire controlled
group) other than the CEO or CFO, tak-
ing into account only employees employed
during the taxable year that includes any
portion of the TARP authorities period (the
high three officers).

(b) Determination of high three offi-
cers. For corporations that are subject to
the Exchange Act (as defined in section
III.A. of this notice), the high three officers
are determined on the basis of the share-
holder disclosure rules under the Exchange
Act with one difference. In accordance
with the Exchange Act disclosure rules, the
term “officer” means those “executive of-
ficers” whose compensation is subject to
reporting under the Exchange Act. For the
purpose of determining the high three of-
ficers, compensation is defined as it is in
the Exchange Act disclosure rules to in-
clude total compensation without regard to
whether the compensation is includible in
an executive officer’s gross income. How-

ever, unlike the Exchange Act disclosure
rules that determine the high three offi-
cers by reference to total compensation for
the last completed fiscal year, the measure-
ment period for purposes of determining
the high three officers for an applicable
taxable year is that taxable year.

(c) Application to private employers
and noncorporate entities. Rules analo-
gous to the rules in paragraphs (a) and (b)
of this Q&A–4 apply to employers that are
not subject to the Exchange Act disclosure
rules, including employers whose stock is
not publicly traded and employers that are
not corporations.

(d) Time period as a covered execu-
tive. If an employee is a covered execu-
tive with respect to an applicable employer
for any applicable taxable year, the exec-
utive is a covered executive for any sub-
sequent applicable taxable year, including
being a covered executive in any later tax-
able year for purposes of the special rule
for deferred deduction executive remuner-
ation (described in Q&A–10 of this no-
tice). (See Q&A–5 of this notice for spe-
cial rules that apply in connection with an
acquisition.)

Q–5: How do the rules apply in connec-
tion with an acquisition, merger, or reorga-
nization?

A–5: (a) Special rules for acquisitions,
mergers, or reorganizations. In the event
that a financial institution (target) that sold
troubled assets under TARP is acquired by
an entity that is not related to target (ac-
quirer) in an acquisition of any form, the
troubled assets sold under TARP by tar-
get prior to the acquisition are not aggre-
gated with any assets sold by acquirer prior
to or after the acquisition. For this pur-
pose, acquirer is related to target if stock or
other interests of target are treated (under
§ 318(a) other than paragraph (4) thereof)
as owned by acquirer.

If, after an acquisition, troubled assets
of target are sold by acquirer’s controlled
group (including target in the case of a
stock acquisition), those assets must be ag-
gregated with any assets sold by acquirer,
whether prior to or after the acquisition, for
purposes of determining whether acquirer
is an applicable employer.

If target was an applicable employer at
the time of the acquisition, acquirer will
not become an applicable employer merely
as a result of the acquisition. Further, if
target was an applicable employer at the

time of the acquisition, a covered execu-
tive of target will continue to be a covered
executive during the TARP authorities pe-
riod if he or she is employed by the con-
trolled group of which target is a member,
regardless of whether acquirer is an appli-
cable employer and regardless of whether
the target covered executive is a covered
executive of the acquirer. However, if,
after an acquisition, a target covered ex-
ecutive ceases employment with the con-
trolled group of which target is a member,
no new executive of target will be a cov-
ered executive merely because of such ter-
mination, unless such executive is a cov-
ered executive of acquirer.

(b) Example. In 2008, financial institution A sells
$100 million of troubled assets under TARP and fi-
nancial institution B sells $350 million of troubled
assets under TARP. In January 2009, financial institu-
tion A acquires financial institution B in a stock pur-
chase transaction, with the result that financial insti-
tution B becomes a wholly-owned subsidiary of fi-
nancial institution A. In February 2009, financial in-
stitution A sells an additional $100 million of its trou-
bled assets under TARP, and in March 2009 financial
institution B (when it is a wholly owned subsidiary
of A) sells an additional $150 million of troubled as-
sets. Neither the sale of troubled assets by financial
institution A nor the sale of troubled assets by finan-
cial institution B are solely through direct purchases.
Based on the rules in paragraph (a) of this Q&A–5,
financial institution A is not an applicable employer
as a result of the acquisition of B, or as a result of the
assets sold in February 2009, because the $350 mil-
lion of troubled assets sold by financial institution B
prior to the acquisition are not aggregated with the
troubled assets sold by financial institution A’s con-
trolled group prior to and after the acquisition of fi-
nancial institution B. However, financial institution A
becomes an applicable employer in March 2009 when
the amount of troubled assets sold by financial institu-
tion A’s controlled group (without regard to the sales
by financial institution B prior to the acquisition of B
by A) total $350 million. Further, because 2009 is an
applicable taxable year with respect to financial insti-
tution B, the officers of financial institution B who are
covered executives on the date financial institution B
was acquired continue to be covered executives dur-
ing any subsequent applicable taxable year that in-
cludes any portion of the TARP authorities period, as
long as they are employed by financial institution A’s
controlled group. Similarly, the CEO, CFO, and high
three officers of financial institution A become cov-
ered executives in 2009 when financial institution A
becomes an applicable employer.

Q–6: What constitutes executive remu-
neration to which the $500,000 limit im-
posed by § 162(m)(5) applies?

A–6: (a) General definition. For the
purposes of the § 162(m)(5) $500,000
deduction limit, except as provided in
paragraph (b) of this Q&A–6, execu-
tive remuneration means applicable em-
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ployee remuneration, as determined under
§ 162(m)(4), but without regard to the fol-
lowing subparagraphs of § 162(m)(4): (B)
(remuneration payable on a commission
basis), (C) (performance-based compen-
sation), or (D) (exception for existing
binding contracts). Under § 162(m)(4),
applicable employee remuneration for a
year is based on the year in which the
remuneration is deductible (whether or
not the remuneration is paid in that year
or is includible in the employee’s income
in that year). For example, payments that
are deductible by the employer in an ap-
plicable taxable year, but are paid to the
covered executive by the 15th day of the
third month after the end of that year (as
described in § 1.404(b)–1T, Q&A–2(b)(1)
of the Treasury Regulations), are exec-
utive remuneration for that applicable
taxable year.

(b) Remuneration only for the applica-
ble taxable year. The $500,000 deduc-
tion limit in § 162(m)(5)(A) applies to ex-
ecutive remuneration and deferred deduc-
tion executive remuneration attributable to
services performed by a covered execu-
tive during an applicable taxable year. Un-
der this rule, payments of remuneration
that are deductible in an applicable taxable
year for services performed by the cov-
ered executive in a prior taxable year are
not treated as executive remuneration for
purposes of § 162(m)(5). (See Q&A–7
through Q&A–10 of this notice for rules
related to deferred deduction executive re-
muneration.)

Q–7: How does the $500,000 deduction
limitation imposed by § 162(m)(5) apply
with respect to deferred deduction execu-
tive remuneration?

A–7: (a) General rule. No deduction
is allowed for any taxable year for de-
ferred deduction executive remuneration
for services performed during any applica-
ble taxable year by a covered executive, to
the extent that the amount of the deferred
deduction executive remuneration exceeds
$500,000, minus the sum of: (i) the exec-
utive remuneration for that applicable tax-
able year, plus (ii) the portion of the de-
ferred deduction executive remuneration
for such services taken into account in a
preceding taxable year. Under this rule,
the unused portion (if any) of the $500,000
limit for the applicable taxable year that
has not been taken into account (and so is
unused) is carried forward until the year

in which the deferred deduction executive
remuneration allocable to that applicable
taxable year is otherwise deductible, and
the remaining unused limit is then applied
to the payment of the deferred deduction
executive remuneration.

(b) Examples. (1) Covered executive A is paid
$400,000 in salary by an applicable employer in 2009
(an applicable taxable year) and A obtains a legally
binding right attributable to services performed in
2009 to receive a payment of $250,000 in 2015. The
full $400,000 in cash salary is deductible under the
$500,000 limit in 2009. In 2015, the employer’s de-
duction with respect to the $250,000 is limited to
$100,000, which represents the unused portion of the
$500,000 limit from 2009 (and no deduction will be
allowed for the remaining $150,000).

(2) Covered executive B is paid $400,000 salary
by an applicable employer in 2009 (an applicable tax-
able year) and B obtains a legally binding right at-
tributable to services performed in 2009 to be paid
$250,000 in 2010 (which is also an applicable taxable
year), and B is paid $500,000 in salary in 2010. Ac-
cordingly, the employer’s deduction in 2010 for the
$250,000 payment made in 2010 (attributable to ser-
vices performed in 2009) is limited to $100,000. The
entire $500,000 of salary earned in 2010 is deductible
in 2010 (assuming other deduction requirements are
satisfied).

Q–8: What is “deferred deduction ex-
ecutive remuneration” for purposes of
§ 162(m)(5)?

A–8: Deferred deduction executive
remuneration means remuneration that
would be executive remuneration for ser-
vices performed by a covered executive
in an applicable taxable year but for the
fact that the deduction is allowable in a
subsequent taxable year (determined with-
out regard to § 162(m)(5)). The amount
paid as deferred deduction executive re-
muneration is taken into account, without
distinction between the amount deferred
in the taxable year in which the services
were performed and earnings thereon.

Q–9: How are the services to which de-
ferred deduction executive remuneration is
allocable determined?

A–9: (a) Period during which ser-
vices are performed. For purposes of the
$500,000 limit on the deductibility of de-
ferred deduction executive remuneration
under § 162(m)(5)(A), the period during
which the services are performed by a cov-
ered executive to which the remuneration
is allocable is determined in accordance
with this Q&A–9. (See Q&A–7 of this
notice regarding the application of the
deduction limits to deferred deduction ex-
ecutive remuneration.)

(b) Services to which deferred deduc-
tion executive remuneration is allocable.
(1) General rule: Remuneration allocable
to a service period based on plan formula.
If an employee obtains a legally binding
right to remuneration under a plan, agree-
ment, or arrangement (plan) and that plan
provides for benefit payments under a for-
mula that relates to a specific period of ser-
vice in a year (such as relating to com-
pensation paid during that period), the de-
ferred deduction executive remuneration is
generally allocable to that specific period.
To the extent that, based on the terms of
the plan, deferred deduction executive re-
muneration is not allocable to services per-
formed in a particular taxable year, then
the remuneration generally is for services
performed during the taxable year in which
the employee obtains the legally binding
right to the remuneration.

(2) Legally binding right. Deferred de-
duction executive remuneration is not allo-
cable to a period prior to the date the em-
ployee is employed by the employer and
obtains a legally binding right to the re-
muneration. An employee does not have
a legally binding right to remuneration to
the extent that compensation may be re-
duced unilaterally or eliminated by the em-
ployer or other person after the services
creating the right to the remuneration have
been performed. However, if the facts
and circumstances indicate that the discre-
tion to reduce or eliminate the remunera-
tion is available or exercisable only upon
a condition, or the discretion to reduce or
eliminate the compensation lacks substan-
tive significance, then the employee has a
legally binding right to the remuneration.
For this purpose, remuneration is not con-
sidered subject to unilateral reduction or
elimination merely because it may be re-
duced or eliminated by operation of the
objective terms of the plan, such as the
application of a nondiscretionary, objec-
tive provision creating a substantial risk
of forfeiture. (See §§ 1.409A–1(b)(1) and
31.3121(v)(2)–1(b)(3)(i) of the Treasury
Regulations for additional rules regarding
when an employee obtains a legally bind-
ing right to remuneration.)

(3) Substantial risk of forfeiture. To
the extent that an employee’s right to re-
muneration is subject to a substantial risk
of forfeiture (as determined in accordance
with the rules under § 1.409A–1(d) of the
Treasury Regulations) in the form of a re-
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quirement to continue to perform substan-
tial future services for the employer, the
remuneration generally is for services per-
formed over the period of time that the
employee is required to continue to per-
form substantial future services for the em-
ployer and is allocated to that period on
a pro rata basis, unless the remuneration
is allocable to a different period under the
rule in paragraph (b)(1) of this Q&A–9.
If the substantial risk of forfeiture lapses
early (such as due to death or disability),
then the allocation is prorated over the pe-
riod from when the employee obtained the
legally binding right to the payment to the
date that the substantial risk of forfeiture
lapses. The only substantial risk of forfei-
ture taken into account for purposes of this
paragraph (b)(3) is a requirement that the
employee perform substantial future ser-
vices. Any other condition related to the
purpose of the remuneration that may con-
stitute a substantial risk of forfeiture is dis-
regarded.

(c) Examples. (1) Employee A obtains on January
1, 2006 a legally binding right to be paid $400,000
at the end of December, 2010, but only if A contin-
ues to be employed on the date of payment. In this
case, a pro rata portion of the remuneration is for
services performed during 2006, 2007, 2008, 2009,
and 2010 ($80,000 per year). If 2009 and 2010 are
applicable taxable years for A’s employer and A is a
covered executive in those years, then, for purposes
of the $500,000 deductible limitation for 2009 and
2010, $80,000 of the $400,000 paid in 2010 would
be deferred deduction executive remuneration alloca-
ble to services rendered in 2009 and $80,000 of the
$400,000 paid in 2010 would be allocable to services
rendered in 2010.

(2) Employee B obtains a legally binding right in
2008 to receive a payment of $100,000 in 2012 (with-
out regard to continued employment) in the event that
an asset is sold by that date for a price at or above
a specified dollar amount, which, under the circum-
stances is a substantial risk of forfeiture. The risk of
forfeiture is disregarded and the $100,000 payment is
for services performed in 2008. The $100,000 pay-
ment made in 2012 is deferred deduction executive
remuneration allocable to 2008 and is subject to the
2008 $500,000 deduction limitation.

(3) Employee C obtains on December 31, 2008
a legally binding right to be paid on February 1,
2011 an amount equal to 10 percent of employee
C’s salary during the period from January 1, 2009
through December 31, 2010, and employee C’s
salary is $400,000 for each of 2009 and 2010. Under
the terms of the plan in this case, the remuneration is
allocable pro rata to services performed in 2009 and
2010, so that half of the $80,000 payment made on
February 1, 2011 is for services performed in 2009
and the other half is for services performed in 2010.

(4) Employee D obtains on December 31, 2008 a
legally binding right to be paid on January 1, 2015

an amount equal to 20 percent of D’s highest an-
nual salary times the number of years of service com-
pleted by D before January 1, 2011, but only if D re-
mains employed through December 31, 2010. Em-
ployee D remains employed through December 31,
2010 and has an annual salary of $400,000 in 2009
and $450,000 in 2010. Accordingly, Employee D re-
ceives a payment of $180,000 on January 1, 2015 (20
percent times 2 years of service times $450,000, D’s
highest annual salary). Under the terms of the plan
in this case, under the rule in paragraph (b)(1) of this
Q&A–9, the remuneration allocable to services per-
formed in 2009 is $80,000 (20 percent of Employee
D’s annual salary in 2009 times 1 year of service).
The remuneration allocable to services performed in
2010 is $100,000 (20 percent of $450,000, times 2
years of service, reduced by the remuneration alloca-
ble to services performed in 2009).

(5) Employee E obtains on December 31, 2008 a
legally binding right to be paid $400,000 on February
1, 2011 (without any requirement of continued em-
ployment). Under these facts and circumstances, the
remuneration is not allocable to services performed
in a period of time after December 31, 2008, so that
the $400,000 paid on February 1, 2011 is for services
performed during the taxable year that includes De-
cember 31, 2008.

(6) Employee F obtains on December 31, 2008 a
legally binding right to acquire stock (a stock option)
with an exercise price equal to the fair market value of
the stock on December 31, 2008 (without any require-
ment of continued employment in order to be able to
exercise the right and retain the shares). The remu-
neration is not allocable to services performed in a
period of time after December 31, 2008, so that the
remuneration resulting from exercise of the stock op-
tion is for services performed in the taxable year that
includes December 31, 2008.

(7) Employee G obtains on January 1, 2009 a
legally binding right to acquire stock (a stock option)
over the next 10 years with an exercise price equal
to the fair market value of the stock on January 1,
2009, but the stock option can be exercised only after
the employee has continued his or her employment
for three more years (through December 31, 2011).
The employee exercises the right in 2014 resulting
in income of $210,000. In this case, the payment of
$210,000 is allocable to services performed from Jan-
uary 1, 2009 through December 31, 2011, of which
$70,000 is allocable to services rendered in 2009,
$70,000 is allocable to services rendered in 2010, and
$70,000 is allocable to services performed in 2011.

Q–10: How long does the limit im-
posed by § 162(m)(5) apply?

A–10: While the limit imposed by
§ 162(m)(5) only applies to remuneration
for services performed in an applicable
taxable year, the limit with respect to de-
ferred deduction executive remuneration
for services performed in an applicable
taxable year applies for deductions in all
subsequent taxable years (until the de-
ferred deduction executive remuneration
for services performed in that applicable
taxable year is completely paid).

IV. SECTION 302(b) OF EESA ADDING
NEW § 280G(e)

A. Section 280G Background

Section 280G, as in effect prior to the
addition of § 280G(e) made by section
302(b) of EESA, provides that certain pay-
ments in excess of certain limits, referred
to as “excess parachute payments,” are not
deductible by a corporation. In addition,
§ 4999 imposes an excise tax on the recipi-
ent of any excess parachute payment equal
to 20 percent of the amount of such pay-
ment.

Subject to certain exceptions,
§ 280G(b)(2) defines a “parachute pay-
ment” as any payment in the nature of
compensation to (or for the benefit of) a
disqualified individual that is contingent
on a change in the ownership or effective
control of a corporation or on a change in
the ownership of a substantial portion of
the assets of a corporation (“acquired cor-
poration”) if the aggregate present value
of all such payments made or to be made
to the disqualified individual equals or
exceeds three times the individual’s “base
amount.” Section 280G(b)(3) defines the
individual’s base amount as the average
annual compensation payable by the ac-
quired corporation and includible in the
individual’s gross income over the five
taxable years of such individual preceding
the individual’s taxable year in which the
change in ownership or control occurs.

A disqualified individual is any individ-
ual who is an employee, independent con-
tractor, or other person specified in Trea-
sury regulations who performs personal
services for the corporation and who is
an officer, shareholder, or highly compen-
sated individual of the corporation.

B. Section 302(b) OF EESA: Amendment
of § 280G

Section 302(b) of EESA amended
§ 280G by expanding the definition of
a parachute payment to include certain
severance payments made to a covered
executive of an applicable employer
participating in TARP. As defined in
§ 280G(e)(2)(B), an applicable severance
from employment is any severance from
employment of a covered executive: (1)
by reason of an involuntary termination
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of the executive by the employer or (2) in
connection with a bankruptcy, liquidation,
or receivership of the employer.

New § 280G(e) is effective for pay-
ments made during an applicable taxable
year with respect to severances occurring
during the TARP authorities period.

Q–11: Who is subject to the special
rules in § 280G(e)?

A–11: The special rules in § 280G(e)
apply to any covered executive of an appli-
cable employer who has a severance from
employment during an applicable taxable
year that is treated as an “applicable sev-
erance from employment,” as defined in
Q&A–12 of this notice. For purposes
of § 280G(e), the terms “applicable em-
ployer,” “applicable taxable year,” and
“covered executive” have the same mean-
ing as under § 162(m)(5) (as those terms
are described in Q&A–1 through Q&A–4
of this notice, and taking into account the
special rule in Q&A–5 of this notice).
However, § 280G(d)(5) (treatment of af-
filiated groups) and other provisions do
not apply.

Q–12: What is an applicable severance
from employment of a covered executive
for purposes of § 280G(e)?

A–12: (a) Applicable severance from
employment defined. An applicable sev-
erance from employment means any cov-
ered executive’s severance from employ-
ment with the applicable employer: (1) by
reason of involuntary termination of em-
ployment with an entity that is an applica-
ble employer or (2) in connection with any
bankruptcy, liquidation, or receivership of
an entity that is an applicable employer.

(b) Involuntary termination. (i) An in-
voluntary termination from employment
means a severance from employment due
to the independent exercise of the unilat-
eral authority of the applicable employer to
terminate the covered executive’s services,
other than due to the covered executive’s
implicit or explicit request, where the cov-
ered executive was willing and able to con-
tinue performing services. An involun-
tary termination from employment may in-
clude the applicable employer’s failure to
renew a contract at the time such contract
expires, provided that the covered execu-
tive was willing and able to execute a new
contract providing terms and conditions
substantially similar to those in the expir-
ing contract and able to continue providing
such services. In addition, a covered ex-

ecutive’s voluntary termination from em-
ployment constitutes an involuntary termi-
nation from employment if the termina-
tion from employment constitutes a ter-
mination for good reason due to a ma-
terial negative change in the covered ex-
ecutive’s employment relationship. See
§ 1.409A–1(n)(2) of the Treasury Regula-
tions.

(ii) A severance from employment
by a covered executive is by reason of
involuntary termination even if the cov-
ered executive has voluntarily terminated
employment in any case where the facts
and circumstances indicate that absent
such voluntary termination the applica-
ble employer would have terminated the
covered executive’s employment and the
covered executive had knowledge that
he or she would be so terminated. (See
§ 280G(e)(2)(C)(ii)(III).)

Q–13: What is a “parachute payment”
for purposes of § 280G(e)?

A–13: (a) General definition. For pur-
poses of § 280G(e), a “parachute payment”
means any payment in the nature of com-
pensation to (or for the benefit of) a cov-
ered executive made during an applica-
ble taxable year on account of an appli-
cable severance from employment during
the TARP authorities period if the aggre-
gate present value of such payments equals
or exceeds an amount equal to three times
the covered executive’s base amount. (See
Q&A–14 of this notice for a definition of
an excess parachute payment.)

(b) Payment on account of an appli-
cable severance from employment. A
payment on account of an applicable
severance from employment means a pay-
ment that would not have been payable
if no applicable severance from employ-
ment had occurred (including amounts
that would otherwise have been forfeited
due to severance from employment) and
amounts that are accelerated on account
of the applicable severance from employ-
ment. (See § 1.280G–1, Q&A–24(b) of
the Treasury Regulations for rules regard-
ing the determination of the amount that
is on account of an acceleration.) Further,
for purposes of § 280G(e), the exclusions
under § 280G(b)(2)(C) (payments under
certain contracts entered into within 1 year
of the change); § 280G(b)(4) (payment
of amount determined to be reasonable
compensation); § 280G(b)(5) (excep-
tions for small business corporations);

and § 280G(d)(5) (treatment of affiliated
groups) do not apply.

(c) Excluded amounts. Payments on ac-
count of an applicable severance from em-
ployment do not include amounts paid to
a covered executive under a tax-qualified
retirement plan.

(d) Base amount defined. For purposes
of § 280G(e), the “base amount” for a cov-
ered executive has the meaning set forth in
§ 280G(b)(3) and § 1.280G–1, Q&A–34,
of the Treasury Regulations, except that
references to “change in ownership or con-
trol” are treated as referring to an “applica-
ble severance from employment.”

Q–14: What is an “excess parachute
payment” for purposes of § 280G(e)?

A–14: For purposes of § 280G(e), an
excess parachute payment is any parachute
payment (as defined in Q&A–13 of this
notice) in excess of the base amount allo-
cated to the payment.

Q–15: What are the consequences of an
excess parachute payment?

A–15: (a) General rule. No deduction
is allowed for an excess parachute pay-
ment. Further, a tax equal to 20 percent of
the excess parachute payment is imposed
on a covered executive who receives an ex-
cess parachute payment.

(b) Example. In 2008, which is an applicable tax-
able year for the employer, a covered executive has
an applicable severance from employment. The cov-
ered executive’s base amount is $1 million and the
covered executive receives a lump sum payment of
$5 million on account of an involuntary termination
of employment. The lump sum payment qualifies as
a parachute payment since the amount of the lump
sum payment ($5 million) is not less than three times
the covered executive’s base amount (3 times $1 mil-
lion equals $3 million). The amount of the excess
parachute payment is equal to $4 million ($5 mil-
lion payment less the covered executive’s $1 million
base amount). Thus, under § 280G(e), the $4 mil-
lion excess parachute payment is not deductible by
the applicable employer. Further, the $4 million ex-
cess parachute payment is subject to a 20 percent tax
payable by the covered executive.

Q–16: What if a payment treated as
a parachute payment under § 280G(e) is
also determined to be a parachute payment
under § 280G without regard to § 280G(e)?

A–16: If a payment treated as a
parachute payment under § 280G(e) is
a parachute payment under § 280G on
account of a change in control without
regard to § 280G(e), then § 280G(e) does
not apply to the payment.

Q–17: To which years does the deduc-
tion limit imposed by § 280G(e) apply?
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A–17: The limit imposed by § 280G(e)
applies to remuneration paid in an appli-
cable taxable year. (See Q&A–3 of this
notice for additional information, includ-
ing the definition of an applicable taxable
year.)

REQUEST FOR COMMENTS

The Treasury Department and the Ser-
vice anticipate issuing additional guidance
with respect to §§ 162(m)(5) and 280G(e).
The Treasury Department and the Service
request comments on the topics addressed
in this notice. All materials submitted
will be available for public inspection and
copying.

Comments may be submitted to Internal
Revenue Service, CC:PA:LPD:PR (Notice
2008–94), Room 5203, PO Box 7604, Ben
Franklin Station, Washington, DC 20044.
Submissions may also be hand-delivered
Monday through Friday between the hours
of 8 a.m. and 4 p.m. to the Courier’s Desk
at 1111 Constitution Avenue, NW, Wash-
ington, DC 20224, Attn: CC:PA:LPD:PR
(Notice 2008–94), Room 5203. Submis-
sions may also be sent electronically via
the internet to the following email address:
Notice.comments@irscounsel.treas.gov.
Include the notice number (Notice
2008–94) in the subject line.

EFFECTIVE DATE

Until further guidance is issued, taxpay-
ers may rely on the rules in this notice
for purposes of §§ 162(m)(5) and 280G(e)
effective from October 3, 2008 (the date
of enactment of EESA). Further guidance
will be prospective to the extent that it is
more restrictive.

CONTACT INFORMATION

For further information regarding this
notice, contact Ilya Enkishev of the Of-
fice of Division Counsel/Associate Chief
Counsel (Tax Exempt & Government En-
tities) at (202) 622–6030 (not a toll-free
call).

Notice to Address Amended
Returns for Hurricane-Related
Casualty Losses and
Subsequent Grants
Reimbursing Such Losses

Notice 2008–95

The purpose of this notice is to inform
taxpayers how to file an amended return
to take advantage of section 3082(a) of
the Housing and Economic Recovery Act
of 2008, Public Law 110–289 (the Act).
Section 3082 of the Act permits taxpay-
ers to elect to file an amended return to
reduce certain previously taken casualty
losses when the taxpayers receive certain
hurricane relief grants (referenced below)
in a later year.

SCOPE

This notice and section 3082(a) of the
Act apply only to casualty losses taken
as a result of damage to or the destruc-
tion of a taxpayer’s principal residence
caused by Hurricane Katrina, Wilma, or
Rita for which grants were authorized un-
der Public Laws 109–148, 109–234, and
110–116 (hurricane relief grants), includ-
ing the Louisiana Road Home Grants and
the Mississippi Development Authority
Hurricane Katrina Homeowner Grants.
Section 3082(a) of the Act gives taxpayers
the option to amend their returns to reduce
their previously deducted casualty losses
and pay the resulting tax, rather than in-
clude grant amounts in income in the year
of receipt.

This notice applies to all relevant
amended returns, including those that
may have been filed before the passage of
section 3082(a) or the publication of this
notice.

BACKGROUND

Section 165(a) of the Internal Revenue
Code (the Code) generally permits a tax-
payer to deduct “any loss sustained dur-
ing the taxable year and not compensated
for by insurance or otherwise.” Section
1.165–1(d)(2)(iii) of the Income Tax Reg-
ulations provides that if a taxpayer deducts
a loss and in a subsequent tax year receives
reimbursement for the loss, the taxpayer
does not recompute the tax for the year

in which the deduction was taken, but in-
cludes the amount of the reimbursement in
gross income for the year in which the re-
imbursement was received, subject to the
provisions of section 111 of the Code. See
Montgomery v. Commissioner, 65 T.C.
511, 519 (1975) (requiring a taxpayer who
deducted a casualty loss and then received
an insurance payment in a later year to re-
port, pursuant to §1.165–1(d)(2)(iii), the
insurance reimbursement in the tax year
received and not to amend the prior loss-
year return). Section 111(a) provides that
the recovery of an amount deducted in a
prior tax year is not included in gross in-
come, but only to the extent the deducted
amount did not reduce the amount of tax
imposed. Therefore, if a taxpayer claims
a deduction and in a subsequent year re-
covers all or part of the amount previously
deducted, the general rule is that the tax-
payer must report the recovered amount
as income in the year of the recovery to
the extent the prior deduction reduced the
amount of tax owed for any year.

On July 30, 2008, section 3082(a) of the
Act was enacted to provide an exception
to the above rules in certain limited cir-
cumstances. Section 3082(a)(1) provides
that, notwithstanding any provision of the
Code, if a taxpayer claims a deduction for
any tax year with respect to a casualty loss
to a principal residence (within the mean-
ing of section 121 of the Code) resulting
from Hurricane Katrina, Rita, or Wilma,
and in a subsequent tax year receives a
hurricane relief grant as reimbursement for
the loss, the taxpayer may elect to file an
amended income tax return for the tax year
in which the deduction was allowed (and
for any tax year to which the deduction was
carried) and reduce (but not below zero)
the amount of the deduction by the amount
of the reimbursement.

Section 3082(a)(2) requires taxpayers
who elect to amend their returns in this
way to file the amended returns by the later
of: (A) the due date for filing the return
for the year in which the taxpayer receives
the grant; or (B) July 30, 2009, which is
one year after the date section 3082 was
enacted. If a taxpayer chooses to file an
amended return reducing the prior deduc-
tion, section 3082(a)(3) of the Act pro-
vides that any underpayment of tax result-
ing from the reduced deduction shall not be
subject to any penalty or interest under the
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Code so long as the additional tax is paid
not later than one year after the filing of the
amended return.

FILING PROCEDURE

Required form. Taxpayers should use
Form 1040X, Amended U.S. Individual In-
come Tax Return, to adjust a previously
taken casualty loss. The amended return
must be filed for the tax year in which a
prior casualty loss was claimed and must
reduce (but not below zero) the casualty
loss deduction by the amount of the grant
received as reimbursement for the loss.

Where to file. Form 1040X should be
filed with the Austin Campus. Mail prop-
erly labeled forms to:

Department of the Treasury
Internal Revenue Service Center
Austin, TX 73301–0255

Label. To ensure proper processing
consistent with this notice, taxpayers must
identify amended returns as being filed un-
der the terms of this notice. Label the top
of the Form 1040X: “Hurricane Grant Re-
lief” in dark, bold letters.

Materials to be submitted with the
amended return. Taxpayers must include
the following materials with their amended
returns:

1. Proof of the amount of any hurricane
relief grant received;

2. A completed Form 2848, Power of
Attorney and Declaration of Representa-
tive, if a taxpayer wishes to designate a rep-
resentative.

Time for filing. An amended return pur-
suant to this notice must be filed by the
later of the due date for the return for the
year in which the hurricane relief grant was
received, as extended, or July 30, 2009.
Solely for purposes of determining eligi-
bility for the waiver of penalties and inter-
est for purposes of section 3082, the Ser-
vice will treat any amended return filed
before July 30, 2009, as filed on July 30,
2009.

Payment of balance due. To avoid in-
terest and penalties, payment of the bal-
ance due on the amended return must be
made within one year of the timely filing of
the amended return. Payments made sub-
sequent to the filing of the amended return
should clearly designate that the payment
is to be applied to reduce the balance due
as reflected on the amended return per this

notice. The Service will not take action
to collect the balance due reflected on the
amended return for the one year period fol-
lowing the filing of the amended return.

Assessment of balance due. Upon the
filing of an amended return, the Service
immediately will assess the balance due re-
sulting from the reduction in the casualty
loss claimed. This assessment will be re-
flected on the taxpayer’s accounts as an
outstanding liability.

Limitations. No other adjustments may
be taken on the amended return filed for
purposes of this notice unless the period of
limitation for making an assessment under
section 6501 is open for the tax year with-
out regard to section 3082(a).

SPECIAL RULE FOR PREVIOUSLY
FILED AMENDED RETURNS

If a taxpayer previously filed an
amended return for the casualty loss year
that reduced the previously claimed casu-
alty loss deduction by the grant amount
or reported any of the grant amount as in-
come, the taxpayer must notify the Service
to receive the benefits provided by this no-
tice. The taxpayer must send a copy of the
previously filed Form 1040X, or submit a
Form 843, to the address listed above. The
Form 1040X or Form 843 should include
the taxpayer’s own contact information as
well as a properly executed power of attor-
ney, if applicable. The taxpayer also must
provide (1) copies of the original return
for the year of the casualty loss deduction
and any other amended returns for that
year that were filed prior to publication of
this notice, and (2) copies of the original
return and amended returns, if any, for the
year of receipt of the grant if any portion
of the grant was previously reported as
income in the year of receipt. These docu-
ments must be sent by the later of the due
date for the return for the year in which
the hurricane relief grant was received, as
extended, or July 30, 2009. The Service
will contact the taxpayer or the taxpayer’s
representative, as appropriate, to discuss
any necessary adjustments.

ADDITIONAL CONSIDERATIONS

The option to file an amended return is
permissive. Taxpayers are not required to
amend a prior year’s return and may, in-
stead, include amounts received as a hur-
ricane relief grant in gross income in the

year in which the grant was received to the
extent the prior casualty loss deduction re-
duced the amount of tax owed for any year
pursuant to § 1.165–1(d)(2)(iii). Taxpay-
ers and their representatives must consider
carefully which option is best under their
particular circumstances.

EFFECTIVE DATE

This notice is effective as of the date it is
published in the Internal Revenue Bulletin.

DRAFTING INFORMATION

The principal author of this notice is
Cynthia McGreevy of the Office of Asso-
ciate Chief Counsel (Procedure and Ad-
ministration). For further information re-
garding this notice, contact Ms. McGreevy
at (202) 622–4910 (not a toll-free call).

Qualifying Advanced Coal
Project Program

Notice 2008–96

SECTION 1. PURPOSE

This notice updates and amplifies the
procedures for the allocation of credits un-
der the qualifying advanced coal project
program of § 48A of the Internal Rev-
enue Code. Except as specifically pro-
vided in this notice, the allocation round
for 2008–09 will be conducted in the same
manner and under the same procedures as
provided under Notice 2007–52 (includ-
ing Appendices A, B, and C), 2007–26
I.R.B. 1456. To be considered in the al-
location round for 2008–09, applications
must be submitted to the Department of
Energy (DOE) on or before October 31,
2008, and to the Internal Revenue Service
(Service) on or before March 2, 2009. See
section 3 of this notice for additional rules
regarding applications for § 48A and the
DOE certification.

This notice does not reflect amend-
ments made by the Energy Improvement
and Extension Act of 2008, which ex-
panded and modified the advanced coal
project credit. The Service intends to issue
guidance on these amendments in the near
future.
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SECTION 2. BACKGROUND AND
CHANGES

.01 Section 46 provides that the amount
of the investment credit for any taxable
year is the sum of the credits listed in § 46.
That list includes the qualifying advanced
coal project credit.

.02 The qualifying advanced coal
project credit is provided under § 48A.
Section 48A(a) provides that the quali-
fying advanced coal project credit for a
taxable year is an amount equal to (1) 20
percent of the qualified investment (as de-
fined in § 48A(b)) for that taxable year in
certified qualifying advanced coal projects
(as defined in § 48A(c)(1) and (e)) using
an integrated gasification combined cycle
(IGCC) (as defined in § 48A(c)(7)), and
(2) 15 percent of the qualified investment
for that taxable year in other certified qual-
ifying advanced coal projects.

.03 Section 48A(d)(3)(A) provides
that the aggregate credits allowed under
§ 48A(a) may not exceed $1.3 billion.
Section 48A(d)(3)(B) provides that (i)
$800 million of credits are to be allocated
to IGCC projects, and (ii) $500 million of
credits are to be allocated to projects that
use other advanced coal-based generation
technologies (as defined in § 48A(c)(2)
and (f)).

.04 Section 48A(e)(3)(A) provides
that the credits for IGCC projects must
be allocated in accordance with the pro-
cedures set forth in § 48A(d), and in
relatively equal amounts to (i) projects
using bituminous coal as a primary feed-
stock, (ii) projects using subbituminous
coal as a primary feedstock, and (iii)
projects using lignite as a primary feed-
stock. Further, § 48A(e)(3)(B) provides
that IGCC projects that include (i) green-
house gas capture capability (as defined
in § 48A(c)(5)), (ii) increased by-product
utilization, and (iii) other benefits must
be given high priority in the allocation of
credits for IGCC projects.

.05 Section 48A(d)(1) provides that the
Secretary, in consultation with the Secre-
tary of Energy, shall establish a qualify-
ing advanced coal project program for the
deployment of advanced coal-based gen-
eration technologies. The Treasury De-
partment and the Service established this
program in Notice 2006–24, 2006–1 C.B.
595, as modified and updated by Notice
2007–52.

.06 Notice 2007–52 provides that the
Service will consider a project under the
qualifying advanced coal project program
only if the DOE provides a certification
(“DOE certification”) and ranking (if any)
for the project. Accordingly, a taxpayer
must submit, for each qualifying advanced
coal project: (1) an application for cer-
tification by the DOE (“application for
DOE certification”), and (2) an applica-
tion for certification under § 48A(d)(2)
by the Service (“application for § 48A
certification”). Both applications may be
submitted only during the 3-year period
beginning on March 13, 2006. Certifi-
cations will be issued and credits will be
allocated to projects in annual allocation
rounds. An initial allocation round was
conducted in 2006. A second allocation
round was conducted in 2007–08, and a
special allocation round was conducted in
2008.

.07 Section 6.02 of Notice 2007–52 re-
quires that within 2 years from the date that
the Service accepts the taxpayer’s applica-
tion for § 48A certification, the taxpayer
must submit to the Service documenta-
tion establishing that the requirements of
§ 48A(e)(2) are satisfied. See also sections
7.01 and 7.02 of Notice 2007–52 for other
requirements that must be satisfied. The
taxpayer should mark the package “SEC-
TION 48A CERTIFICATION REQUIRE-
MENTS” and send it to the appropriate
address listed in section 5.04 of Notice
2007–52 or listed in later guidance pub-
lished in the Internal Revenue Bulletin.

.08 This notice modifies the qualifying
advanced coal project program under No-
tice 2007–52 in the following respects:

(1) The three-year period described in
§ 48A(d)(2)(A) (relating to the period dur-
ing which applications may be submitted)
is modified by treating March 13, 2006
(the date Notice 2006–24 was published in
the Internal Revenue Bulletin) as the date
on which the qualifying advanced coal
project program was established and the
first day of the three-year period. Section
2.06 of this notice reflects this change.

(2) A taxpayer must submit to the Ser-
vice both an electronic and a paper copy
of the documentation establishing that the
requirements of § 48A(e)(2) are satisfied.
Section 3.11 of this notice reflects this
change.

SECTION 3. 2008–09 ALLOCATION
ROUND

.01 Except as otherwise specifically
provided in this notice, this allocation
round will be conducted in the same man-
ner and under the same procedures as
provided under Notice 2007–52 includ-
ing Appendices B and C. This notice
restates or references provisions in Notice
2007–52 as a convenience to taxpayers.
The restatement or referencing of these
provisions does not diminish the effect of
provisions that are not restated or refer-
enced.

.02 The qualifying advanced coal
project credits of $1.3 billion and the ap-
plications for certification are separated
into the following four pools:

(1) Projects using an advanced
coal-based generation technology other
than IGCC. The aggregate amount of qual-
ifying advanced coal project credit for
this pool is $500 million. The maximum
amount of credits that will be allocated
to a project is $125 million. In prior al-
location rounds, $375 million of credits
was allocated from this pool. Therefore,
$125 million of credits is available for
allocation from this pool in 2008–09.

(2) IGCC projects using bituminous
coal as a primary feedstock. The aggre-
gate amount of qualifying advanced coal
project credit for this pool is $267 million.
The maximum amount of credits that will
be allocated to a project is $133.5 million.
In prior allocation rounds, $267 million
of credits was allocated from this pool.
Accordingly, no allocation round for this
pool will be conducted in 2008–09.

(3) IGCC projects using subbituminous
coal as a primary feedstock. The aggre-
gate amount of qualifying advanced coal
project credit for this pool is $267 mil-
lion. The maximum amount of credits that
will be allocated to a project is $133.5 mil-
lion. In prior allocation rounds, $133.5
million of credits were allocated from this
pool. Therefore, $133.5 million of credits
is available for allocation from this pool in
2008–09.

(4) IGCC projects using lignite as a pri-
mary feedstock. The aggregate amount of
qualifying advanced coal project credit for
this pool is $266 million. The maximum
amount of credits that will be allocated to
a project is $133 million. In prior alloca-
tion rounds, $133 million of credits was al-
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located from this pool. Accordingly, $133
million of credits is available for allocation
from this pool in 2008–09.

.03 For the allocation round conducted
in 2008–09, the application period begins
on March 4, 2008 and ends on March 2,
2009, and any completed application for
§ 48A certification received by the Service
after March 3, 2008, and before March 3,
2009, will be deemed to be submitted by
the taxpayer on March 2, 2009. During
the application period, an application for
§ 48A certification and a separate appli-
cation for DOE certification must be sub-
mitted for each qualifying advanced coal
project. See section 3.07 for the date by
which the application for DOE certifica-
tion must be submitted to the DOE. For
purposes of this notice, an application that
is submitted by U.S. mail will be treated
as received by the Service on the date of
the postmark and an application submit-
ted by a private delivery service will be
treated as received by the Service on the
date recorded or the date marked in accor-
dance with § 7502(f)(2)(C).

.04 For this allocation round, the Ser-
vice will consider a project only if the ap-
plication for § 48A certification for the
project is submitted during the application
period for this round and the DOE provides
the DOE certification and the DOE rank-
ing (if any) for the project before March 2,
2009.

.05 If an application for DOE certifi-
cation does not include all of the infor-
mation required by section 5.02 of Notice
2007–52 and meet the requirements in sec-
tions 7.01 and 7.02 of Notice 2007–52, the
DOE may decline to accept the applica-
tion. If an application for § 48A certifica-
tion does not include all of the information
listed in section 5.03 of Notice 2007–52
and meet the requirements in sections 7.01
and 7.02 of Notice 2007–52, the applica-
tion will not be accepted by the Service.

.06 An application for § 48A certifica-
tion must be submitted in the manner pro-
vided in section 5.04 of Notice 2007–52.

.07 For this allocation round, the DOE
will consider an application for DOE cer-
tification only if the application is post-
marked on or before October 31, 2008. See
section 5.02 of Notice 2007–52 and Ap-
pendix B to Notice 2007–52 for the infor-
mation to be submitted to the DOE in an
application for DOE certification. Appen-
dix B to Notice 2007–52 also provides the

instructions and address for filing the ap-
plication for DOE certification. The DOE
will determine the feasibility of the project
and, if the project is determined to be fea-
sible, will provide a DOE certification for
the project to the Service. If the DOE cer-
tifies two or more projects in a pool de-
scribed in section 3.02 of this notice, the
DOE also will rank each of the projects it
certifies (for example, first, second, third,
etc.) relative to other certified projects in
the same pool. The DOE will provide the
DOE certification for projects determined
to be feasible and the DOE ranking (if any)
to the Service by March 1, 2009.

.08 By April 30, 2009, the Service will
accept or reject the taxpayer’s application
for § 48A certification and will notify the
taxpayer, by letter, of its decision.

.09 If the taxpayer’s application for
§ 48A certification is accepted, the ac-
ceptance letter will state the amount of
the credit allocated to the project. If a
credit is allocated to a taxpayer’s project,
the taxpayer will be required to execute
a closing agreement in the form set forth
in Appendix A to Notice 2007–52. By
June 30, 2009, the taxpayer must execute
and return the closing agreement to the
Service at the appropriate address listed in
section 5.04 of Notice 2007–52 or listed
in later guidance published in the Inter-
nal Revenue Bulletin. The Service will
execute and return the closing agreement
to the taxpayer by August 31, 2009. The
executed closing agreement applies only
to the accepted taxpayer.

.10 Section 48A(d)(2)(D) provides that
a taxpayer shall have 2 years from the date
of acceptance of the § 48A application dur-
ing which to provide evidence that the cri-
teria set forth in § 48A(e)(2) have been
met. To satisfy this requirement, the tax-
payer must submit to the Service before the
end of the 2-year period both a paper copy
and an electronic version on a floppy disc
or a CD of the documentation establish-
ing that the requirements of § 48A(e)(2)
are satisfied. The electronic version of the
documentation must be formatted in one of
the following software applications: Mi-
crosoft Wordtm 2002 or later edition; Mi-
crosoft Exceltm 2002 or later edition; or
Adobe Acrobattm PDF 6.0 or later edition.
See section 6 of Notice 2007–52 for further
information about the issuance of certifica-
tion.

SECTION 4. EFFECT ON OTHER
DOCUMENTS

Notice 2007–52 is updated and ampli-
fied.

SECTION 5. EFFECTIVE DATE

This notice is effective October 10,
2008.

SECTION 6. PAPERWORK
REDUCTION ACT

The collection of information contained
in this notice has been reviewed and ap-
proved by the Office of Management and
Budget in accordance with the Paperwork
Reduction Act (44 U.S.C. § 3507) under
control number 1545–2003.

An agency may not conduct or sponsor,
and a person is not required to respond
to, a collection of information unless the
collection of information displays a valid
OMB control number.

The collections of information in this
notice are in section 3 of this notice. This
information is required to obtain an allo-
cation of qualifying advanced coal project
credits. This information will be used by
the Service to verify that the taxpayer is
eligible for the qualifying advanced coal
project credits. The collection of informa-
tion is required to obtain a benefit. The
likely respondents are business or other
for-profit institutions.

The estimated total annual reporting
burden is 4,950 hours.

The estimated annual burden per re-
spondent varies from 70 to 150 hours, de-
pending on individual circumstances, with
an estimated average of 110 hours. The es-
timated number of respondents is 45.

The estimated annual frequency of re-
sponses is on occasion.

Books or records relating to a collection
of information must be retained as long
as their contents may become material in
the administration of any internal revenue
law. Generally, tax returns and tax return
information are confidential, as required
by 26 U.S.C. § 6103.

SECTION 7. DRAFTING
INFORMATION

The principal author of this notice is
Jaime Park of the Office of Associate Chief
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Counsel (Passthroughs and Special Indus-
tries). For further information regarding
this notice, contact Ms. Park at (202)
622–3110 (not a toll-free call). For fur-
ther information regarding the application
for § 48A certification, the documentation
to be submitted to the Service establishing
that the requirements of § 48A(e)(2) are
satisfied, and the issuance of the certifica-
tion that the requirements of § 48A(e)(2)
are satisfied, contact Kimberly Edwards,
Executive Assistant, Office of the Industry
Director, Natural Resources and Construc-
tion, at (713) 209–3615 (not a toll-free
number).

Qualifying Gasification Project
Program

Notice 2008–97

PURPOSE

This notice informs taxpayers that the
entire amount of credit available under the
qualifying gasification project program of
§ 48B of the Internal Revenue Code has
been allocated in the allocation rounds
conducted in 2006 and in 2007–08. Ac-
cordingly, no allocation of credits will be
conducted in 2008–09 under the quali-
fying gasification project program. The
purpose of the qualifying gasification
project program is to consider and award
certifications for qualified investment eli-
gible for credits under § 48B to qualifying
gasification project sponsors.

This notice does not reflect amend-
ments made by the Energy Improvement
and Extension Act of 2008, which ex-
panded and modified the qualifying gasifi-
cation project credit. The Service intends
to issue guidance on these amendments in
the near future.

BACKGROUND

Section 46 provides that the amount of
the investment credit for any taxable year
is the sum of the credits listed in § 46.
That list includes the qualifying gasifica-
tion project credit.

The qualifying gasification project
credit is provided under § 48B. Section
48B(a) provides that the qualifying gasifi-
cation project credit for a taxable year is an
amount equal to 20 percent of the qualified

investment (as defined in § 48B(b)) for
that taxable year in qualifying gasification
projects.

Section 48B(d)(1) provides that the
Secretary, in consultation with the Secre-
tary of Energy, shall establish a qualifying
gasification project program to consider
and award certifications for qualified in-
vestment eligible for credits under § 48B
to qualifying gasification project sponsors.
The Treasury Department and the Internal
Revenue Service established this program
in Notice 2006–25, 2006–1 C.B. 609, as
modified and updated by Notice 2007–53,
2007–26 I.R.B. 1474.

QUALIFYING GASIFICATION
PROJECT PROGRAM

Notice 2007–53 provides that the Ser-
vice will consider a project under the qual-
ifying gasification project program only
if the DOE provides a certification and
ranking (if any) for the project. Certifi-
cations will be issued and credits will be
allocated to projects in annual allocation
rounds. The initial allocation round was
conducted in 2006. An additional alloca-
tion round was conducted in 2007–08.

Section 48B(d)(1) provides that the
total amounts of credit that may be allo-
cated under the program shall not exceed
$350,000,000. In the 2006 allocation
round, $349,663,000 of credit was allo-
cated. In the 2007–08 allocation round,
$337,000 of credit (the entire amount
remaining) was allocated. Accordingly,
no allocation round will be conducted in
2008–09 under the qualifying gasification
project program.

EFFECT ON OTHER DOCUMENTS

Notice 2007–53 is updated.

DRAFTING INFORMATION

The principal author of this notice is
Jaime C. Park of the Office of Associate
Chief Counsel (Passthroughs & Special In-
dustries). For further information regard-
ing this notice, contact Jaime C. Park at
(202) 622–3110 (not a toll-free call).

Extension of Effective Date
of Normal Retirement Age
Regulations for Governmental
Plans

Notice 2008–98

I. Purpose

The Service and Treasury intend to ex-
tend the date by which a governmental
plan must comply with final regulations on
distributions from a pension plan upon at-
tainment of normal retirement age, which
were published in the Federal Register as
T.D. 9325, 2007–24 I.R.B. 1386 [72 FR
28604] on May 22, 2007 (“the 2007 fi-
nal regulations”). Under the extension,
the 2007 final regulations will be effec-
tive for a governmental plan (as defined in
§ 414(d) of the Internal Revenue Code) for
plan years beginning on or after January 1,
2011. This notice does not change the ef-
fective date of the 2007 final regulations
for a plan that is not a governmental plan
or modify the relief previously provided in
Notice 2007–69, 2007–35 I.R.B. 468.

II. Background

Section 411(a)(8) provides that the term
“normal retirement age” means the ear-
lier of (A) the time a plan participant at-
tains normal retirement age under the plan
or (B) the later of age 65 or the fifth an-
niversary of the time a plan participant
commenced participation in the plan. A
plan’s normal retirement age is relevant for
a number of purposes, including for pur-
poses of determining the date at which a
participant is eligible to receive his or her
normal retirement benefit and calculating
the amount of the benefit received.

Prior to being amended by the 2007
final regulations, § 1.401(a)–1(b)(1)(i) of
the Income Tax Regulations required a
pension plan to be maintained primarily
to provide systematically for the payment
of definitely determinable benefits after
retirement. The 2007 final regulations
amended § 1.401(a)–1(b)(1)(i) to pro-
vide an exception to the rule that pension
benefits be paid only after retirement by
permitting a pension plan to commence
payment of retirement benefits to a par-
ticipant after the participant has attained
normal retirement age even if the partic-
ipant has not yet had a severance from
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employment with the employer maintain-
ing the plan.

The 2007 final regulations require a
pension plan’s normal retirement age to be
an age that is not earlier than the earliest
age that is reasonably representative of the
typical retirement age for the industry in
which the covered workforce is employed.
The 2007 final regulations provide that a
normal retirement age of 62 or later (or age
50 or later, in the case of a plan in which
substantially all of the participants are
qualified public safety employees (within
the meaning of § 72(t)(10)(B))) is deemed
to satisfy this requirement, and a normal
retirement age lower than 55 is presumed
not to satisfy the requirement unless the
Commissioner determines otherwise on
the basis of facts and circumstances.
Whether a normal retirement age that is at
least 55 but below 62 satisfies the require-
ment is based on facts and circumstances.

The 2007 final regulations are generally
effective May 22, 2007, with a later effec-
tive date for governmental plans and cer-
tain collectively bargained plans. For gov-
ernmental plans, the 2007 final regulations
are effective for plan years beginning on or
after January 1, 2009.

Notice 2007–69 provided temporary
relief for certain plans that may have to
change their definition of normal retire-
ment age to satisfy the 2007 final regu-
lations. The relief is available to certain
plans that might otherwise be required
to be amended to raise the plan’s nor-
mal retirement age effective before the
first day of the first plan year beginning
after June 30, 2008. Because the 2007
final regulations are not effective for gov-
ernmental plans until 2009, the relief in
Notice 2007–69 does not apply to govern-
mental plans.

Notice 2007–69 pointed out that the
2007 final regulations do not contain a
safe harbor or other guidance with respect
to a normal retirement age conditioned
on the completion of a stated number
of years of service, stating that a plan
under which a participant’s normal retire-
ment age changes to an earlier date upon
completion of a stated number of years
of service typically will not satisfy the
vesting or accrual rules of § 411. The
notice asked for comments from spon-
sors of plans that are not subject to the
requirements of § 411, such as govern-
mental plans, on whether such a plan may

define normal retirement age based on
years of service. Specifically, comments
were requested on whether and how a
pension plan with a normal retirement age
conditioned on the completion of a stated
number of years of service satisfies the
requirement in § 1.401(a)–1(b)(1)(i) that
a pension plan be maintained primarily
to provide for the payment of definitely
determinable benefits after retirement or
attainment of normal retirement age and
how such a plan satisfies the pre-ERISA
vesting rules.

III. Extension of Effective Date of 2007
Final Regulations for Governmental
Plans

The Service and Treasury intend to
amend the 2007 final regulations to change
the effective date for governmental plans
to plan years beginning on or after January
1, 2011. Governmental plan sponsors may
rely on this notice with respect to the ex-
tension until such time as the 2007 final
regulations are so amended.

DRAFTING INFORMATION

The principal author of this notice
is James P. Flannery of the Employee
Plans, Tax Exempt and Government
Entities Division. For further infor-
mation regarding this notice, please
contact Mr. Flannery via e-mail at
retirementplanquestions@irs.gov.

Application of Section 382
to Loss Corporations Whose
Instruments Are Acquired by
The Treasury Department
Under The Capital Purchase
Program Pursuant to The
Emergency Economic
Stabilization Act of 2008

Notice 2008–100

This notice provides guidance re-
garding the application of section 382
to loss corporations whose instruments
are acquired by the Treasury Department
(Treasury) under the Capital Purchase
Program (CPP) pursuant to the Emergency
Economic Stabilization Act of 2008,
P.L. 110–343 (the “Act”).

I. PURPOSE

The Internal Revenue Service (Service)
and Treasury intend to issue regulations
regarding the application of section 382
with respect to the CPP pursuant to the Act.
Pending the issuance of further guidance,
taxpayers may rely on the rules set forth in
this notice to the extent provided herein.

II. BACKGROUND

Section 382(a) of the Internal Revenue
Code (Code) provides that the taxable in-
come of a loss corporation for a year fol-
lowing an ownership change that may be
offset by pre-change losses cannot exceed
the section 382 limitation for such year.
An ownership change occurs with respect
to a corporation if it is a loss corporation
on a testing date and, immediately after
the close of the testing date, the percent-
age of stock of the corporation owned by
one or more 5-percent shareholders has in-
creased by more than 50 percentage points
over the lowest percentage of stock of such
corporation owned by such shareholders at
any time during the testing period. See
§ 1.382–2T(a)(1) of the Income Tax Reg-
ulations.

Section 101(a)(1) of the Act authorizes
the Secretary to establish the Troubled As-
set Relief Program. Under the CPP, Trea-
sury will acquire preferred stock and war-
rants from qualifying financial institutions.

Section 101(c)(5) of the Act provides
that the Secretary is authorized to issue
such regulations and other guidance as
may be necessary or appropriate to carry
out the purposes of the Act. Section
382(m) of the Code provides that the Sec-
retary shall prescribe such regulations as
may be necessary or appropriate to carry
out the purposes of sections 382 and 383.

Except as otherwise provided, any def-
initions and terms used herein have the
same meaning as they do in section 382 of
the Code and the regulations thereunder or
in the CPP.

III. GUIDANCE REGARDING THE
APPLICATION OF SECTION 382
TO LOSS CORPORATIONS WHOSE
INSTRUMENTS ARE ACQUIRED BY
TREASURY PURSUANT TO THE CPP

The Service and Treasury intend to
issue regulations that set forth rules de-
scribed in this Section III. Taxpayers may
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rely on the rules described in this Section
III to the extent provided below.

RULES:

A. General rule. With respect to any
shares of stock of a loss corporation ac-
quired by Treasury pursuant to the CPP (ei-
ther directly or upon the exercise of an op-
tion), the ownership represented by such
shares on any date on which they are held
by Treasury shall not be considered to have
caused Treasury’s ownership in the loss
corporation to have increased over its low-
est percentage owned on any earlier date.
Except as provided in Sections III.B and
III.C below, such shares are considered
outstanding for purposes of determining
the percentage of loss corporation stock
owned by other 5-percent shareholders on
a testing date.

B. Redemptions of stock owned by Trea-
sury. For purposes of measuring shifts in
ownership by any 5-percent shareholder
on any testing date occurring on or after
the date on which the loss corporation re-
deems shares of its stock held by Treasury
that were acquired pursuant to the CPP, the
shares so redeemed shall be treated as if
they had never been outstanding.

C. Treatment of preferred stock ac-
quired by Treasury pursuant to the CPP.
For all Federal income tax purposes, any
preferred stock of a loss corporation ac-
quired by Treasury pursuant to the CPP,
whether owned by Treasury or another
person, shall be treated as stock described
in section 1504(a)(4) of the Code.

D. Treatment of warrants acquired by
Treasury pursuant to the CPP. For all Fed-
eral income tax purposes, any warrant to
purchase stock of a loss corporation that is
acquired by Treasury pursuant to the CPP,
whether held by Treasury or another per-
son, shall be treated as an option (and not
as stock).

E. Options held by Treasury not deemed
exercised. For purposes of § 1.382–4(d),
any option (within the meaning of
§ 1.382–4(d)(9)) held by Treasury that is
acquired pursuant to the CPP will not be
deemed exercised under § 1.382–4(d)(2).

F. Section 382(l)(1) not applicable with
respect to capital contributions made by
Treasury to a loss corporation pursuant to
the CPP. For purposes of section 382(l)(1)
of the Code, any capital contribution made
by Treasury to a loss corporation pursuant

to the CPP shall not be considered to have
been made as part of a plan a principal
purpose of which was to avoid or increase
any section 382 limitation.

IV. RELIANCE ON NOTICE

The Service and Treasury intend to
issue regulations that set forth rules de-
scribed in Section III of this notice. Tax-
payers may rely on the rules described in
Section III for purposes of applying sec-
tion 382 with respect to loss corporations
whose instruments are acquired by Trea-
sury pursuant to the CPP. These rules will
continue to apply unless and until there is
additional guidance. Any future contrary
guidance will not apply to instruments (i)
held by Treasury that were acquired pur-
suant to the CPP prior to the publication
of that guidance, or (ii) issued to Treasury
pursuant to the CPP under written binding
contracts entered into prior to the publica-
tion of that guidance.

DRAFTING INFORMATION

The principal author of this notice is
Keith E. Stanley of the Office of Asso-
ciate Chief Counsel (Corporate). For fur-
ther information regarding this notice, con-
tact Keith E. Stanley at (202) 622–7700
(not a toll-free call).

Clarification of Troubled Asset
Relief Program Funds Under
Section 597

Notice 2008–101

The purpose of this notice is to provide
clarification on the treatment under section
597 of the Internal Revenue Code (Code)
of amounts furnished to a financial institu-
tion pursuant to the Troubled Asset Relief
Program (TARP) of the Emergency Eco-
nomic Stabilization Act of 2008, Div. A
of Pub. Law No. 110–343 (EESA), which
was enacted on October 3, 2008.

Unless and until guidance is issued by
the Department of the Treasury and the In-
ternal Revenue Service to the contrary, no
amount furnished by the Department of the
Treasury to a financial institution pursuant
to the TARP established by the Secretary
under EESA will be treated as the provi-
sion of Federal financial assistance within

the meaning of section 597 of the Code
and the regulations thereunder. Any future
contrary guidance will not apply to trans-
actions with the Department of the Trea-
sury, or to securities issued by financial in-
stitutions to the Department of the Trea-
sury, prior to the publication of that guid-
ance, or pursuant to written binding con-
tracts entered into prior to that date.

Except with respect to the treatment of
amounts furnished pursuant to TARP as
expressly described in this notice, no in-
ference should be drawn from this notice
regarding the treatment under section 597
of the Code or the regulations thereunder
of any other program or payments.

26 CFR 1.168(k)–1: Additional first year deprecia-
tion deduction.
(Also: §§ 38, 41, 52, 53, 168, 6401.)

Rev. Proc. 2008–65

SECTION 1. PURPOSE

This revenue procedure provides guid-
ance under § 3081 of the Housing and Eco-
nomic Recovery Act of 2008, Pub. L. No.
110–289, 122 Stat. 2654 (July 30, 2008)
(Housing Act). Section 3081(a) of the
Housing Act amends § 168(k) of the Inter-
nal Revenue Code by adding § 168(k)(4),
allowing corporations to elect not to claim
the 50-percent additional first year depre-
ciation for certain new property acquired
after March 31, 2008, and placed in service
generally before January 1, 2009, and in-
stead to increase their business credit lim-
itation under § 38(c) or alternative min-
imum tax (AMT) credit limitation under
§ 53(c). This revenue procedure clarifies
the rules regarding the effects of making
the § 168(k)(4) election, the property el-
igible for the election, and the computa-
tion of the amount by which the business
credit limitation and AMT credit limita-
tion may be increased if the election is
made. The Internal Revenue Service (IRS)
and Treasury Department intend to pub-
lish future guidance regarding the time and
manner for making the § 168(k)(4) elec-
tion, for allocating the credit limitation in-
creases allowed by the election, and for
making the election to apply § 3081(b)
of the Housing Act by certain automotive
partnerships, and regarding the procedures
applicable to partnerships with corporate
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partners that make the § 168(k)(4) election
(see § 168(k)(4)(G)(ii)).

SECTION 2. BACKGROUND

.01 Section 168(k), amended by § 103
of the Economic Stimulus Act of 2008,
Pub. L. No. 110–185, 122 Stat. 613
(February 13, 2008) (Stimulus Act), al-
lows a 50-percent additional first year de-
preciation deduction (Stimulus additional
first year depreciation deduction) for cer-
tain new property acquired by a taxpayer
after 2007 and placed in service by the tax-
payer before 2009 (before 2010 in the case
of property described in § 168(k)(2)(B) or
(C)).

.02 Section 3081(a) of the Housing
Act added § 168(k)(4) to the Code. If a
corporation elects to apply § 168(k)(4),
§ 168(k)(4)(A) provides that, for the cor-
poration’s first taxable year ending after
March 31, 2008, and for any subsequent
taxable year, the corporation forgoes the
Stimulus additional first year depreciation
deduction allowable under § 168(k) for
eligible qualified property placed in ser-
vice by the taxpayer and increases each
of the limitations described in § 38(c) (re-
lating to the general business credit) and
§ 53(c) (relating to the AMT credit). As
a result, the corporation will be able to
claim unused credits from taxable years
beginning before January 1, 2006, that
are allocable to research expenditures or
AMT liabilities. This revenue procedure
clarifies which depreciable property is
eligible qualified property (see section 3
of this revenue procedure) and clarifies
the effects of making the election to apply
§ 168(k)(4) (see section 4 of this revenue
procedure).

.03 Section 38(c)(1) limits the general
business credit allowed under § 38(a) to
the excess (if any) of the taxpayer’s net in-
come tax (generally, the sum of the tax-
payer’s regular tax liability and AMT lia-
bility less certain credits) over the greater
of (i) the tentative minimum tax for the
taxable year or (ii) 25 percent of so much
of the taxpayer’s net regular tax liabil-
ity (generally, the taxpayer’s regular tax
liability less certain credits) as exceeds
$25,000. Under § 38(b)(4), the general
business credit includes the research credit
determined under § 41. Section 53(c) pro-
vides that the amount of the minimum tax
credit allowed for any taxable year shall

not exceed the excess (if any) of the reg-
ular tax liability of the taxpayer (reduced
by certain credits) over the tentative min-
imum tax for the taxable year. In gen-
eral, a taxpayer that makes the election
to apply § 168(k)(4) increases the limi-
tations under §§ 38(c) and 53(c) by the
bonus depreciation amount. In general, the
amount by which the bonus depreciation
amount increases each of the credit limi-
tations under §§ 38(c) and 53(c) is deter-
mined by the portion of the bonus depreci-
ation amount that the taxpayer allocates to
each credit limitation for the taxable year.
This revenue procedure clarifies the com-
putation of the bonus depreciation amount
(see section 5 of this revenue procedure)
and the limitations on a taxpayer’s alloca-
tion of the bonus depreciation amount be-
tween §§ 38(c) and 53(c) (see section 6 of
this revenue procedure).

.04 To the extent that a taxpayer is al-
lowed the business credit or AMT credit
in an amount allocable to the aggregate
increases in the business credit limita-
tion and the AMT credit limitation that
result from the § 168(k)(4) election,
such amount(s) are treated as overpay-
ments within the meaning of § 6401(b)
that are refundable to the taxpayer. See
§ 168(k)(4)(F).

.05 Section 168(m), added by § 308(a)
of the Energy Improvement and Exten-
sion Act of 2008, Pub. L. No. 110–343,

Stat. (October 3, 2008), allows a
50-percent additional first year deprecia-
tion deduction for qualified reuse and recy-
cling property placed in service after Au-
gust 31, 2008. Section 168(n), added by
§ 710(a) of the Heartland Disaster Tax Re-
lief Act of 2008, Pub. L. No. 110–343,

Stat. (October 3, 2008), allows a
50-percent additional first year deprecia-
tion deduction for qualified disaster assis-
tance property placed in service after De-
cember 31, 2007, with respect to feder-
ally declared disasters occurring after 2007
and before 2010. Both new Code provi-
sions provide that property described in
such provisions does not include property
to which § 168(k) applies. Therefore, el-
igible qualified property for which a tax-
payer makes the § 168(k)(4) election does
not qualify for the 50-percent additional
first year depreciation deduction allowed
under § 168(m) and (n).

SECTION 3. ELIGIBLE QUALIFIED
PROPERTY

.01 In General. With the exception of
revised dates, eligible qualified property
for purposes of § 168(k)(4) is qualified
property under § 168(k)(2). Consequently,
the property must be placed in service
by the taxpayer before January 1, 2009.
See § 168(k)(4)(D)(i) and (k)(2)(A)(iv).
The placed-in-service-date deadline is
extended to before January 1, 2010, for
property that meets the requirements
of § 168(k)(2)(B) (long production pe-
riod property) and property that meets
the requirements of § 168(k)(2)(C) (cer-
tain aircraft). See § 168(k)(4)(D)(i) and
(k)(2)(A)(iv). Pursuant to section 5.01
of Rev. Proc. 2008–54, 2008–38 I.R.B.
722, 723, rules similar to the rules in
§ 1.168(k)–1 of the Income Tax Reg-
ulations for “qualified property” or for
“30-percent additional first year depre-
ciation deduction” apply for determining
whether depreciable property is qualified
property under § 168(k)(2).

.02 Application of Revised Dates. In
applying § 168(k)(2) to determine whether
depreciable property is eligible qualified
property for purposes of § 168(k)(4),
§ 168(k)(4)(D)(i) provides that “March
31, 2008” is substituted for “Decem-
ber 31, 2007” each place it appears in
§ 168(k)(2)(A) and § 168(k)(2)(E)(i) and
(ii). Accordingly, the affected require-
ments of § 168(k)(2) are modified as
follows for determining whether depre-
ciable property that is qualified property
under § 168(k)(2) also is eligible qualified
property for purposes of § 168(k)(4):

(1) Original use of the property com-
mences with the taxpayer after March
31, 2008. Section 168(k)(4)(D)(i) and
(k)(2)(A)(ii);

(2) The property (a) is acquired by the
taxpayer after March 31, 2008, and be-
fore January 1, 2009, but only if no written
binding contract for the acquisition was in
effect before January 1, 2008, or (b) is ac-
quired by the taxpayer pursuant to a writ-
ten binding contract which was entered
into after March 31, 2008, and before Jan-
uary 1, 2009. Section 168(k)(4)(D)(i) and
(k)(2)(A)(iii). However, see section 3.03
of this revenue procedure for an exception
to this rule;

(3) In the case of a taxpayer manufac-
turing, constructing, or producing property
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for the taxpayer’s own use, the require-
ments of section 3.02(2) of this revenue
procedure are treated as met if the tax-
payer begins manufacturing, constructing,
or producing the property after March 31,
2008, and before January 1, 2009. Section
168(k)(4)(D)(i) and (k)(2)(E)(i); and

(4) If new property is originally placed
in service by a person after March 31,
2008, and is sold to a taxpayer and leased
back to the person by the taxpayer within
three months after the date the property
was originally placed in service by the
person, the taxpayer-lessor is considered
the original user of the property under
section 3.02(1) of this revenue procedure
and, for purposes of the placed-in-service
date requirement in § 168(k)(2)(A)(iv),
the property is treated as originally placed
in service by the taxpayer-lessor not ear-
lier than the date on which the property
is used by the lessee under the leaseback.
Section 168(k)(4)(D)(i) and (k)(2)(E)(ii);
see also § 1.168(k)–1(b)(3)(iii)(A) and
(b)(5)(ii)(A).

.03 Passenger Aircraft. For passenger
aircraft, the binding contract requirement
in § 168(k)(2)(A)(iii)(I) does not apply
for determining whether the passenger air-
craft is eligible qualified property. Section
168(k)(4)(G)(iii). Accordingly, a passen-
ger aircraft is eligible qualified property
if the aircraft is acquired by the taxpayer
(1) after March 31, 2008, and before Jan-
uary 1, 2009, or (2) pursuant to a written
binding contract entered into after March
31, 2008, and before January 1, 2009 (as-
suming all other requirements for qualified
property under § 168(k)(2) are met).

SECTION 4. SECTION 168(k)(4)
ELECTION

.01 In General. Except as provided
in § 3081(b) of the Housing Act (relating
to certain automotive partnerships), only a
corporation may elect to apply § 168(k)(4).
This election is made by the corporate tax-
payer for its first taxable year ending after
March 31, 2008. If the election to apply
§ 168(k)(4) is made, the election applies to
all eligible qualified property placed in ser-
vice by the taxpayer in the taxpayer’s first
taxable year ending after March 31, 2008,
and in any subsequent taxable year. Even
if a taxpayer does not place in service any
eligible qualified property in its first tax-
able year ending after March 31, 2008, the

taxpayer must make the election to apply
§ 168(k)(4) for that taxable year if it wishes
to apply the election to eligible qualified
property placed in service in a subsequent
taxable year.

.02 Controlled Group of Corporations.
All corporations which are treated as a sin-
gle employer under § 52(a) (generally any
controlled group of corporations within
the meaning of § 1563(a), determined by
substituting “more than 50 percent” for
“more than 80 percent” each place it ap-
pears in that section) shall be treated as
one taxpayer for purposes of § 168(k)(4)
and as having elected to apply § 168(k)(4)
if any such corporation so elects. Sec-
tion 168(k)(4)(C)(iv). For example, if the
common parent of an affiliated group of
corporations filing a consolidated return
makes the election to apply § 168(k)(4)
for one member of the affiliated group,
then all members of the affiliated group
are treated as one taxpayer for purposes
of § 168(k)(4) and as having made the
election.

.03 Applicable Depreciation Method.
If a taxpayer elects to apply § 168(k)(4),
the applicable depreciation method under
§ 168(b) for all eligible qualified prop-
erty is the straight line method. Section
168(k)(4)(A)(ii).

.04 Ordering Rules for Applying Elec-
tions under § 168(k). Under § 168(k),
there are two elections: the election not
to claim the Stimulus additional first year
depreciation for all property in a particular
class of property (see § 168(k)(2)(D)(iii))
and the election to apply § 168(k)(4) for all
eligible qualified property. If a taxpayer
makes both elections, the taxpayer applies
§ 168(k)(2)(D)(iii) first. Any class of
property (as defined in § 1.168(k)–1(e)(2))
for which a § 168(k)(2)(D)(iii) election
has been made is not qualified property
under § 168(k)(2) nor eligible qualified
property under § 168(k)(4). For example,
if a calendar-year taxpayer for its taxable
year ending December 31, 2008, makes
the election to apply § 168(k)(4) and also
elects not to claim the Stimulus addi-
tional first year depreciation deduction
for 7-year property, the taxpayer first ap-
plies § 168(k)(2)(D)(iii) to all of its 7-year
property acquired and placed in service
in 2008. All eligible qualified property
(excluding the 7-year property) will be
included in the taxpayer’s § 168(k)(4)
election.

.05 Time and Manner for Making Elec-
tion. The IRS and Treasury intend to
publish separate guidance on the time and
manner of making the election.

.06 Revocation of Election. Once made,
the election to apply § 168(k)(4) may be re-
voked only with the written consent of the
Commissioner of Internal Revenue. See
§ 168(k)(4)(G)(i). To seek the Commis-
sioner’s consent, the taxpayer must submit
a request for a letter ruling. See Rev. Proc.
2008–1, 2008–1 I.R.B. 1 (or any succes-
sor).

SECTION 5. BONUS DEPRECIATION
AMOUNT

01. In General. Except as limited
by section 5.03, the bonus depreciation
amount for any taxable year is equal to 20
percent of the excess (if any) of —

(1) the aggregate amount of deprecia-
tion that would be allowable under § 168
for eligible qualified property placed in
service by the taxpayer during the taxable
year if the Stimulus additional first year
depreciation deduction applied to all such
property, over

(2) the aggregate amount of depre-
ciation that would be allowable under
§ 168 for eligible qualified property
placed in service by the taxpayer during
the taxable year if the Stimulus addi-
tional first year depreciation deduction did
not apply to any such property. Section
168(k)(4)(C)(i)(I) and (II).

.02 Special Rules for Determining
Bonus Depreciation Amount. For pur-
poses of sections 5.01(1) and (2) of this
revenue procedure, the following rules
apply:

(1) The aggregate amounts of deprecia-
tion computed under sections 5.01(1) and
(2) of this revenue procedure are made
without regard to any election made under
§ 168(b)(2)(C) (relating to the 150 percent
declining balance method), § 168(b)(3)(D)
(relating to the straight line method elec-
tion), § 168(g)(7) (relating to the alter-
native depreciation system election), and
the requirement under section 4.03 of this
revenue procedure that eligible qualified
property must be depreciated using the
straight line method if the taxpayer makes
the election to apply § 168(k)(4). Section
168(k)(4)(C)(i).

(2) If a corporation makes the election
to apply § 168(k)(4) and is a partner in a
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partnership, property placed in service by
the partnership is not taken into account
in determining the corporation’s aggregate
amounts of depreciation computed under
sections 5.01(1) and (2) of this revenue
procedure.

(3) The applicable convention rules
under § 168(d) (including the mid-quarter
convention for property placed in service
during the last three months of a taxable
year) apply in determining the aggre-
gate depreciation amounts under sections
5.01(1) and (2) of this revenue procedure.

(4) For passenger aircraft, the
binding contract requirement in
§ 168(k)(2)(A)(iii)(I) does not apply for
determining the aggregate depreciation
amount under section 5.01(1) of this rev-
enue procedure. Section 168(k)(4)(G)(iii).
Accordingly, for determining the aggre-
gate depreciation amount under section
5.01(1) of this revenue procedure, a pas-
senger aircraft is taken into account if the
aircraft is acquired by the taxpayer (1) af-
ter March 31, 2008, and before January 1,
2009, or (2) pursuant to a written binding
contract entered into after March 31, 2008,
and before January 1, 2009 (assuming all
other requirements for qualified property
under § 168(k)(2) are met).

(5) With respect to long production
period property, only the adjusted basis
of such property attributable to manu-
facture, construction, or production after
March 31, 2008, and before January 1,
2009, is taken into account in determining
the aggregate depreciation amounts under
sections 5.01(1) and (2) of this revenue
procedure. Section 168(k)(4)(D)(ii). The
amounts of adjusted basis of the property
attributable to manufacture, construction,
or production after March 31, 2008, and
before January 1, 2009, are referred to
as “progress expenditures.” For purposes
of determining progress expenditures un-
der this section 5.02(5), rules similar to
the rules in section 4.02(1)(b) of Notice
2007–36, 2007–17 I.R.B. 1000, 1001
(relating to progress expenditures for
GO Zone extension real property), apply.

.03 Maximum Amount. The bonus de-
preciation amount for any taxable year
shall not exceed the maximum increase
amount (as computed under section 5.04
of this revenue procedure) reduced (but
not below zero) by the sum of the bonus
depreciation amounts determined under

§ 168(k)(4)(C) for all preceding taxable
years. Section 168(k)(4)(C)(i) and (ii).

.04 Maximum Increase Amount. For
purposes of section 5.03 of this revenue
procedure, the maximum increase amount
for any taxpayer means the lesser of (1)
$30,000,000, or (2) 6 percent of the sum
of the business credit increase amount (as
computed under section 5.05 of this rev-
enue procedure) and the AMT credit in-
crease amount (as computed under section
5.06 of this revenue procedure). Section
168(k)(4)(C)(iii)(I) and (II).

.05 Business Credit Increase Amount.
The business credit increase amount
means the portion of the credit allowable
under § 38 (without regard to § 38(c)) for
the first taxable year ending after March
31, 2008, that is allocable to business
credit carryforwards to such taxable year
that are (1) from taxable years beginning
before January 1, 2006, and (2) properly
allocable (considering the application of
§ 38(d) to credits used in prior taxable
years) to the research credit determined
under § 41(a). Section 168(k)(4)(E)(iii).
For purposes of this section 5.05, a busi-
ness credit carryforward allocable to the
research credit that was from a taxable
year beginning before January 1, 2006, but
has expired before the first taxable year
ending after March 31, 2008, is not taken
into account in determining the business
credit increase amount.

.06 AMT Credit Increase Amount. The
AMT credit increase amount means the
portion of the minimum tax credit under
§ 53(b) for the first taxable year ending af-
ter March 31, 2008, determined by taking
into account only the adjusted minimum
tax for taxable years beginning before Jan-
uary 1, 2006. Section 168(k)(4)(E)(iv).
For purposes of this section 5.06, min-
imum tax credits shall be treated as al-
lowed on a first-in, first-out basis. Section
168(k)(4)(E)(iv).

SECTION 6. ALLOCATION OF BONUS
DEPRECIATION AMOUNTS

.01 In General. Except as limited by
section 6.02 of this revenue procedure,
the taxpayer shall specify the portion (if
any) of the bonus depreciation amount for
the taxable year that is to be allocated to
each of the business credit limitation un-
der § 38(c) and the AMT credit limitation
under § 53(c).

.02 Limitation on Allocations.
(1) For any taxable year, the portion of

the bonus depreciation amount that may
be allocated to the business credit limita-
tion under § 38(c) shall not exceed the ex-
cess of the business credit increase amount
(determined under section 5.05 of this rev-
enue procedure) over the bonus deprecia-
tion amount allocated by the taxpayer to
such limitation for all preceding taxable
years.

(2) For any taxable year, the portion of
the bonus depreciation amount that may be
allocated to the AMT credit limitation un-
der § 53(c) shall not exceed the excess of
the AMT tax credit increase amount (de-
termined under section 5.06 of this rev-
enue procedure) over the bonus deprecia-
tion amount allocated by the taxpayer to
such limitation for all preceding taxable
years.

.03 Time and Manner for Specifying Al-
location. The IRS and Treasury intend to
publish separate guidance on the time and
manner for specifying the allocation.

.04 Example. Y, a calendar-year corporation,
makes the election to apply § 168(k)(4) for its taxable
year ending December 31, 2008. Because § 168(k)(4)
was not available prior to 2008, Y has no bonus
depreciation amounts (as defined in § 168(k)(4)(C))
for preceding taxable years. Assume that (1) under
section 5.01 of this revenue procedure, Y’s bonus de-
preciation amount is $100 million, (2) under section
5.05 of this revenue procedure, Y’s business credit
increase amount is $10 million, and (3) under section
5.06 of this revenue procedure, Y’s AMT credit in-
crease amount is $590 million. Consequently, under
section 5.04 of this revenue procedure, Y’s maximum
increase amount is $30 million (the lesser of (1) $30
million and (2) .06 X ($10 million + $590 million),
or $36 million). Therefore, under section 5.03 of this
revenue procedure, Y’s bonus depreciation amount
that may be allocated to increase the credit limitations
under §§ 38(c) and 53(c) is $30 million. Pursuant to
section 6.01 of this revenue procedure, as limited by
section 6.02 of this revenue procedure, the portion of
the bonus depreciation amount ($30 million) that Y
allocates to the credit limitation under § 38(c) is $10
million (the maximum amount that Y may allocate to
its § 38(c) credit limitation under section 6.02(1) of
this revenue procedure) and the portion of the bonus
depreciation amount that Y allocates to the credit
limitation under § 53(c) is $20 million.

In addition, during its taxable year ending De-
cember 31, 2009, Y places in service long produc-
tion period property or certain aircraft that is eligible
qualified property. Y’s 2008 § 168(k)(4) election re-
mains in effect. For the 2009 taxable year, assume
that (1) under section 5.01 of this revenue procedure,
Y’s bonus depreciation amount is $100 million and
(2) under section 5.04 of this revenue procedure, Y’s
maximum increase amount is $30 million. There-
fore, under section 5.03 of this revenue procedure,
Y’s bonus depreciation amount for the taxable year
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ending December 31, 2009, is $0 ($30 million (max-
imum increase amount) less $30 million (the bonus
depreciation amount that Y allocated to increase its
§§ 38(c) and 53(c) credit limitations for 2008)).

SECTION 7. EFFECTIVE DATE

This revenue procedure is effective Oc-
tober 10, 2008.

SECTION 8. DRAFTING
INFORMATION

The principal author of this revenue
procedure is Jeffrey T. Rodrick of the
Office of Associate Chief Counsel (In-
come Tax & Accounting). For further
information regarding this revenue proce-

dure, contact Jeffrey T. Rodrick at (202)
622–4930 (not a toll-free call).
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Part IV. Items of General Interest
Partial Withdrawal of Notice
of Proposed Rulemaking

Unified Rule for Loss on
Subsidiary Stock

REG–157711–02

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Partial withdrawal of notice of
proposed rulemaking.

SUMMARY: This document withdraws
proposed regulations relating to the appli-
cation of section 362(e)(2) to intercom-
pany transactions and to certain modifica-
tions to the investment adjustment rules.

FOR FURTHER INFORMATION
CONTACT: Marcie P. Barese, (202)
622–7790 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background and Explanation of
Provisions

On January 23, 2007, the IRS and Trea-
sury Department published a notice of pro-
posed rulemaking in the Federal Register
(REG–157711–02, 2007–8 I.R.B. 537 [72
FR 2964]) under §1.1502–36 (Unified
Loss Rule). The proposed regulations
provided rules under §1.1502–13(e)(4)
that would suspend the application of
section 362(e)(2) in the case of inter-
company transactions. The proposed
regulations also provided rules under
§1.1502–32(c)(1)(ii) relating to the treat-
ment of items attributable to property
transferred in an intercompany section
362(e)(2) transaction.

After consideration of the comments
received responding to the notice of pro-
posed rulemaking, the IRS and Treasury
Department have concluded that the pro-
posed rules would not be promulgated
and, instead, that final regulations would
make section 362(e)(2) generally inap-
plicable to intercompany transactions.
Accordingly, §§1.1502–13(e)(4) and
1.1502–32(c)(1)(ii) of the proposed regu-
lations are hereby withdrawn.

* * * * *

Partial Withdrawal of Proposed
Regulations

Accordingly, under the author-
ity of 26 U.S.C. 7805, proposed
§§1.1502–13(e)(4) and 1.1502–32(c)
(1)(ii) published in the Federal Register
on January 23, 2007 are withdrawn.

Linda E. Stiff,
Deputy Commissioner for
Services and Enforcement.

(Filed by the Office of the Federal Register on September 9,
2008, 4:15 p.m., and published in the issue of the Federal
Register for September 17, 2008, 73 F.R. 53793)

Proposed Amendments
to Qualified Intermediary
Withholding Agreement
and to Audit Guidance for
External Auditors of Qualified
Intermediaries

Announcement 2008–98

PURPOSE

This announcement sets forth, and
solicits public comments regarding, pro-
posed amendments that the IRS intends
to make to the Qualified Intermedi-
ary Agreement, Appendix, Rev. Proc.
2000–12, 2000–1 C.B. 387 (QI agree-
ment), and to the Guidance for External
Auditors of Qualified Intermediaries, Ap-
pendix, Rev. Proc. 2002–55, 2002–2
C.B. 435 (QI Audit Guidance). These
amendments are intended to ensure that
qualified intermediaries (QIs) are taking
the steps necessary to comply fully with
their obligations under the QI agreement.
These amendments are proposed to be
effective for calendar years beginning
after December 31, 2009.

BACKGROUND

In Treasury Decision 8734, 1997–2
C.B. 109 [62 FR 533871], the Treasury
Department and the IRS issued com-
prehensive regulations under chapter 3
(sections 1441–1464) and subpart G of
Subchapter A of chapter 61 (sections
6041–6050S) of the Internal Revenue

Code (the 1441 regulations). A key el-
ement of the 1441 regulations was the
QI system. A QI is a foreign financial
institution that has agreed with the IRS
to undertake certain U.S. withholding and
reporting responsibilities and has agreed
to audits by an external auditor. Currently,
several thousand foreign financial institu-
tions have become QIs.

The 1441 regulations generally became
effective January 1, 2001. Since that time,
the IRS, U.S. withholding agents, QIs and
external auditors have gained experience
in applying those regulations.

In light of this experience, the IRS in-
tends to amend the QI agreement and the
QI audit guidance as follows:

(1) Notice of Material Failure of Inter-
nal Controls. A QI’s compliance with the
QI agreement depends in large part upon
the QI’s internal controls, i.e., the QI’s
own oversight of its performance under the
agreement. To ensure compliance with the
QI agreement, the QI must ensure that spe-
cific employees are responsible for over-
sight of the QI’s performance under the
agreement, and those employees must take
steps to prevent, deter, detect and correct
failures in performance.

Accordingly, the QI agreement will
be amended to provide that a QI must
notify the IRS whenever the QI becomes
aware of a material failure of internal
controls relating to its performance un-
der the QI agreement, any employee
allegations of such failures, or any in-
vestigation by regulatory authorities of
such failures. Although any such failure
may represent a significant change in cir-
cumstances that would give the IRS the
right to terminate the QI agreement, the
IRS does not contemplate automatically
terminating a QI agreement by reason
of such notice. Instead, the IRS expects
prompt notification to enable the IRS
and the QI to work together to remedy
such failures so that consideration of
termination will not be necessary.

(2) Phase 1 Fact Finding for Evaluation
of Risk. While the external auditor’s ini-
tial fact finding in phase 1 of the QI au-
dit provides much information that would
enable an IRS examiner to evaluate risk,
certain additional information is necessary
to enable the IRS to assess the risk that
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foreign accounts may be subject to control
by U.S. persons. Additional information is
also needed to enable the IRS more accu-
rately to assess the risk of a material failure
of internal controls.

Accordingly, the QI audit guidance will
be amended to add an audit procedure test-
ing certain accounts for characteristics that
suggest that a U.S. person has authority
over the account. This information would
enable the IRS in phase 2 of the audit
process to evaluate the risk of any failure
of controls and if necessary to request that
the external auditor perform additional au-
dit procedures.

The QI audit guidance will also be
amended to add additional procedures for
fact gathering by the external auditor relat-
ing to the IRS’s evaluation of the risk of a
material failure of internal controls. These
procedures will include, for instance, iden-
tifying the persons charged with oversight
of performance under the QI agreement
and the authority given them to prevent,
deter, detect and correct such failures on
the part of other operational personnel.
The external auditor will be required to
report any facts or circumstances observed
in the course of its audit that reasonably
relate to the evaluation by the IRS of the
risk of a material failure of internal con-
trols.

(3) Audit Oversight and Review by U.S.
Auditor. The QI system relies upon exter-
nal auditors. The reliability of the external
auditor depends upon the internal controls
embedded within the audit process. A key
feature of such controls is oversight and
review by persons that are objective, ac-
countable and knowledgeable about U.S.
withholding rules.

Accordingly, the QI audit guidance will
be amended to require the external auditor
to associate a U.S. auditor with the audit
and to require the U.S. auditor to accept
joint responsibility for performance of the
procedures under the audit guidance. The
aim in joining a U.S. auditor is to ensure
appropriate application of U.S. withhold-
ing rules and to enhance accuracy and ac-
countability in the audit process.

AMENDMENTS TO QI AGREEMENT

Pursuant to section 12.02 of the
QI agreement, the IRS proposes to amend
sections 11 of the QI agreement as follows:

(1) Section 11.03 of the QI agreement
to add new section 11.03(F) to read as fol-
lows:

* * * * *
Sec. 11.03. Significant Change in Cir-

cumstances. * * *
(F) A material failure of internal con-

trols relating to its performance under the
QI agreement, any employee allegations
relating to such material failures, or any
investigation by any regulatory authorities
relating to such material failures. The term
“internal controls” refers to the activities
of QI personnel charged with oversight of
performance under the QI agreement and
the authority given them to prevent, deter
and detect intentional or unintentional er-
rors in performance on the part of other
operational personnel. The term “material
failure of internal controls” refers to lack
of such activities, personnel or authority,
to any intentional errors in performance of
the QI agreement detected by such person-
nel, and to unintentional errors detected by
such personnel that appear to have origi-
nated with or been initiated by operational
personnel charged with directly conferring
with and providing financial services to
customers.

(2) Section 11.04 of the QI to add new
section 11.04(X) to read as follows:

* * * * *
Sec.11.04. Events of Default. * * *
(X) QI fails to notify the IRS of any ma-

terial failure of internal controls described
in section 11.03(F) within 60 days of dis-
covery of its occurrence.

* * * * *

AMENDMENTS TO QI AUDIT
GUIDANCE

The IRS proposes to amend sections
10.02, 10.03(A)(5), and 10.03(E) of the
QI Audit Guidance as follows:

(1) Section 10.02 of the QI Audit Guid-
ance to add new section 10.02.3 to read as
follows:

* * * * *
10.02.3 Associating U.S. Auditor. Any

external auditor that is a foreign person or
foreign accounting firm or foreign branch
or associated accounting firm of a U.S. ac-
counting firm and that conducts an audit or
any part of an audit under section 10 of the
QI Agreement must associate a U.S. ac-
counting firm or a U.S. branch or U.S. as-
sociated accounting firm with the QI audit,

and the U.S. accounting firm, U.S. branch
or associated U.S. accounting firm must
accept joint and several liability for the
conduct of the QI audit and must cosign the
audit report. The U.S. auditor shall foot-
note in the phase 1 external auditor’s report
any facts or circumstances observed in the
course of its oversight and review that rea-
sonably relate to the evaluation by the IRS
of the risk of a material failure of internal
controls.

* * * * *
(2) Section 10.03(A)(5).1 to revise the

first sentence of Step 9, to add new Step
9(e) and new Step 10(c); section 10.03(A)
(5).2 to add new Report 10(e); section
10.3(E).1 to add new Steps 2 and 3; and
section 10.03(E).2 to add new Reports 2
and 3 and to revise Report 11 to read as
follows:

* * * * *
10.03(A)(5).1 * * *
Step 9: For each account determined

to be documented under Steps 3 through
8, examine the most recently updated in-
formation for the audit year drawn from
the account opening statement, any other
account documents or memoranda, any
account correspondence associated with
the account, any documents, reports or
other information generated or received
for purposes of anti-money laundering,
know-your-customer, tax or other laws,
and any other account information (for
purposes of this section, “the account
holder’s file”). * * *

(e) The account holder’s file shows that
a U.S. person or a person within the United
States has signature or other authority (in-
cluding authority to withdraw funds, trade,
give instructions, or receive account state-
ments, confirmations or other information,
notices, advice or solicitations with respect
to the account), or has given or received a
power granting such authority to or from a
foreign person.

Step 10: * * *
(c) For each account included in Step 10

(a) and (b), determine whether the account
holder’s file shows that a U.S. person or a
person within the United States has signa-
ture or other authority (including author-
ity to withdraw funds, trade, give instruc-
tions, or receive account statements, con-
firmations or other information, notices,
advice or solicitations with respect to the
account), or has given or received a power
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granting such authority to or from a foreign
person.

* * * * *
10.03(A)(5).2: * * *
Report 10: * * *
(e) Described in Step 9(e).
Report 11: The number of accounts de-

scribed in each of (a), (b) and (c) of Step
10.

* * * * *
(3) Section 10.03(E) to add new sec-

tion 10.03(E).1 Step 2 and new section
10.03(E).2 to add new Report 2 to read as
follows:

* * * * *
10.03(E).1 * * *
Step 2: Identify the QI personnel

charged with oversight of performance un-
der the QI agreement, their posts of duty,
job descriptions and the persons to whom
they report and the positions of those
persons within the QI’s organization. De-
termine the extent of the authority of such
QI personnel over other operational per-
sonnel of the QI. Identify any significant
actions to prevent, deter, detect and correct
errors in performance of the QI agreement
(including examinations, auditing and
testing procedures, investigations, and
training conducted) taken by such
QI personnel since the last QI audit year.
Determine whether QI has any procedures
in place for receiving and investigating
allegations of material failures of internal
control by QI employees.

Step 3: Review whether any facts or
circumstances observed in the course of its
audit reasonably relate to the evaluation by
the IRS of the risk of a material failure of
internal controls.* * *

10.03(E).2 * * *
Report 2: Report the information col-

lected in Step 2 in list format.
Report 3: List and describe any facts or

circumstances observed in the course of its
audit that reasonably relate to the evalu-
ation by the IRS of the risk of a material
failure of internal controls.

* * * * *

REQUEST FOR COMMENTS

The IRS and Treasury Department re-
quest comments regarding the proposed
amendments to the QI Agreement and the
proposed amendments to the QI Audit
Guidance.

Comments should be submitted
on or before February 28, 2009, and
should include a reference to An-
nouncement 2008–98. Send submis-
sions to CC:PA:LPD:PR (Announcement
2008–98), Room 5203, Internal Revenue
Service, P.O. Box 78604, Ben Franklin
Station, Washington, DC 20044. Sub-
missions may be hand delivered Monday
through Friday between the hours of
8 a.m. and 4 p.m. to CC:PA:LPD:PR
(Announcement 2008–98), Courier’s
Desk, Internal Revenue Service, 1111
Constitution Avenue, NW, Washington,
DC 20044, or sent electronically,
via the following e-mail address:
notice.comments@irscounsel.treas.gov.
Please include “Announcement 2008–98”
in the subject line of any electronic
communication. All material submitted
will be available for public inspection and
copying.

DRAFTING INFORMATION

The principal author of this notice is
Kay Holman of the Office of Associate
Chief Counsel (International). For further
information regarding this notice, contact
Kay Holman at (202) 622–3840 (not a toll-
free call).

Income, Excise, and Estate
and Gift Taxes; Effective Dates
and Other Issues Arising
Under the Employee Benefit
Provisions of the Tax Reform
Act of 1984; Correction

Announcement 2008–99

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Correcting amendment.

SUMMARY: This document contains a
correction to temporary regulations (T.D.
8073, 1986–1 C.B. 45) that were pub-
lished in the Federal Register on Tuesday,
February 4, 1986 (51 FR 4312) relat-
ing to effective dates and certain other
issues arising under sections 91, 223,
and 511–561 of the Tax Reform Act of
1984. This action is necessary because of

changes to the applicable tax law made
by the Tax Reform Act of 1984. The
temporary regulations will affect qualified
employee benefit plans, welfare benefit
funds and employees receiving benefits
through such plans.

DATES: This correction is effective Octo-
ber 9, 2008, and is applicable after Decem-
ber 31, 1985.

FOR FURTHER INFORMATION
CONTACT: Melissa A. D’Ambrose, (202)
622–6080 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The temporary regulations that are the
subject of this document are under sections
72, 79, 125, 133, 402, 404, 419, 461, 463,
505, 512, and 1042 of the Internal Revenue
Code.

Need for Correction

As published, temporary regulations
(T.D. 8073) contain an error that may
prove to be misleading and is in need of
clarification.

* * * * *

Correction of Publication

Accordingly, 26 CFR part 1 is cor-
rected by making the following correcting
amendment:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read, in part, as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.512(a)–5T A–3: (b) is

amended by revising the second sentence
to read as follows:

§1.512(a)–5T Questions and answers
relating to the unrelated business taxable
income of organizations described in
paragraphs (9), (17) or (20) of section
501(c) (temporary).

* * * * *
A–3: * * *
(b) * * * For purposes of section

512(a)(3)(B), member contributions in-
clude both employee contributions and
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employer contributions to the VEBA,
SUB, or GLSO.

* * * * *

LaNita Van Dyke,
Chief, Publications and

Regulations Branch,
Legal Processing Division,

Associate Chief Counsel
(Procedure and Administration).

(Filed by the Office of the Federal Register on October 8,
2008, 8:45 a.m., and published in the issue of the Federal
Register for October 9, 2008, 73 F.R. 59501)

Deletions From Cumulative
List of Organizations
Contributions to Which
are Deductible Under Section
170 of the Code

Announcement 2008–100

The Internal Revenue Service has re-
voked its determination that the organi-

zations listed below qualify as organiza-
tions described in sections 501(c)(3) and
170(c)(2) of the Internal Revenue Code of
1986.

Generally, the Service will not disallow
deductions for contributions made to a
listed organization on or before the date
of announcement in the Internal Revenue
Bulletin that an organization no longer
qualifies. However, the Service is not
precluded from disallowing a deduction
for any contributions made after an or-
ganization ceases to qualify under section
170(c)(2) if the organization has not timely
filed a suit for declaratory judgment under
section 7428 and if the contributor (1) had
knowledge of the revocation of the ruling
or determination letter, (2) was aware that
such revocation was imminent, or (3) was
in part responsible for or was aware of the
activities or omissions of the organization
that brought about this revocation.

If on the other hand a suit for declara-
tory judgment has been timely filed,
contributions from individuals and orga-

nizations described in section 170(c)(2)
that are otherwise allowable will continue
to be deductible. Protection under sec-
tion 7428(c) would begin on November 3,
2008, and would end on the date the court
first determines that the organization is
not described in section 170(c)(2) as more
particularly set forth in section 7428(c)(1).
For individual contributors, the maximum
deduction protected is $1,000, with a hus-
band and wife treated as one contributor.
This benefit is not extended to any indi-
vidual, in whole or in part, for the acts or
omissions of the organization that were
the basis for revocation.

Gordon Space Foundation
Detroit, MI

Announcement of Disciplinary Sanctions From the Office
of Professional Responsibility
Announcement 2008-101

The Office of Professional Responsi-
bility (OPR) announces recent disciplinary
sanctions involving attorneys, certified
public accountants, enrolled agents, en-
rolled actuaries, enrolled retirement plan
agents, and appraisers. These individuals
are subject to the regulations governing
practice before the Internal Revenue Ser-
vice (IRS), which are set out in Title 31,
Code of Federal Regulations, Part 10, and
which are published in pamphlet form as
Treasury Department Circular No. 230.
The regulations prescribe the duties and
restrictions relating to such practice and
prescribe the disciplinary sanctions for
violating the regulations.

The disciplinary sanctions to be im-
posed for violation of the regulations are:

Disbarred from practice before the
IRS—An individual who is disbarred is
not eligible to represent taxpayers before
the IRS.

Suspended from practice before the
IRS—An individual who is suspended is

not eligible to represent taxpayers before
the IRS during the term of the suspension.

Censured in practice before the
IRS—Censure is a public reprimand. Un-
like disbarment or suspension, censure
does not affect an individual’s eligibility
to represent taxpayers before the IRS, but
OPR may subject the individual’s future
representations to conditions designed to
promote high standards of conduct.

Monetary penalty—A monetary
penalty may be imposed on an individual
who engages in conduct subject to sanc-
tion or on an employer, firm, or entity
if the individual was acting on its behalf
and if it knew, or reasonably should have
known, of the individual’s conduct.

Disqualification of appraiser—An
appraiser who is disqualified is barred
from presenting evidence or testimony in
any administrative proceeding before the
Department of the Treasury or the IRS.

Under the regulations, attorneys, cer-
tified public accountants, enrolled agents,
enrolled actuaries, and enrolled retirement

plan agents may not assist, or accept assis-
tance from, individuals who are suspended
or disbarred with respect to matters consti-
tuting practice (i.e., representation) before
the IRS, and they may not aid or abet sus-
pended or disbarred individuals to practice
before the IRS.

Disciplinary sanctions are described in
these terms:

Disbarred by decision after hearing,
Suspended by decision after hearing,
Censured by decision after hearing,
Monetary penalty imposed after hear-
ing, and Disqualified after hearing—An
administrative law judge (ALJ) conducted
an evidentiary hearing upon OPR’s com-
plaint alleging violation of the regulations
and issued a decision imposing one of
these sanctions. After 30 days from the
issuance of the decision, in the absence of
an appeal, the ALJ’s decision became the
final agency decision.

Disbarred by default decision, Sus-
pended by default decision, Censured by
default decision, Monetary penalty im-
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posed by default decision, and Disqual-
ified by default decision—An ALJ, after
finding that no answer to OPR’s complaint
had been filed, granted OPR’s motion for a
default judgment and issued a decision im-
posing one of these sanctions.

Disbarment by decision on appeal,
Suspended by decision on appeal, Cen-
sured by decision on appeal, Monetary
penalty imposed by decision on ap-
peal, and Disqualified by decision on
appeal—The decision of the ALJ was
appealed to the agency appeal authority,
acting as the delegate of the Secretary
of the Treasury, and the appeal authority
issued a decision imposing one of these
sanctions.

Disbarred by consent, Suspended by
consent, Censured by consent, Mone-
tary penalty imposed by consent, and
Disqualified by consent—In lieu of a
disciplinary proceeding being instituted
or continued, an individual offered a con-
sent to one of these sanctions and OPR
accepted the offer. Typically, an offer

of consent will provide for: suspension
for an indefinite term; conditions that the
individual must observe during the sus-
pension; and the individual’s opportunity,
after a stated number of months, to file
with OPR a petition for reinstatement af-
firming compliance with the terms of the
consent and affirming current eligibility
to practice (i.e., an active professional
license or active enrollment status). An
enrolled agent or an enrolled retirement
plan agent may also offer to resign in order
to avoid a disciplinary proceeding.

Suspended by decision in expedited
proceeding, Suspended by default de-
cision in expedited proceeding, Sus-
pended by consent in expedited pro-
ceeding—OPR instituted an expedited
proceeding for suspension (based on cer-
tain limited grounds, including loss of a
professional license and criminal convic-
tions).

OPR has authority to disclose the
grounds for disciplinary sanctions in these
situations: (1) an ALJ or the Secretary’s

delegate on appeal has issued a decision
on or after September 26, 2007, which was
the effective date of amendments to the
regulations that permit making such deci-
sions publicly available; (2) the individual
has settled a disciplinary case by signing
OPR’s “consent to sanction” form, which
requires consenting individuals to admit to
one or more violations of the regulations
and to consent to the disclosure of the in-
dividual’s own return information related
to the admitted violations (for example,
failure to file Federal income tax returns);
or (3) OPR has issued a decision in an
expedited proceeding for suspension.

Announcements of disciplinary sanc-
tions appear in the Internal Revenue Bul-
letin at the earliest practicable date. The
sanctions announced below are alphabet-
ized first by the names of states and sec-
ond by the last names of individuals. Un-
less otherwise indicated, section numbers
(e.g., §10.51) refer to the regulations.

City & State Name Professional Disciplinary Sanction Effective Date(s)
Designation

Arizona

Temple Rodriguez, Gilbert D. CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
August 6, 2008

California

Irvine Azavedo, Anthony J. CPA Suspended by default
decision in expedited
proceeding under §10.82
(suspension of CPA
license)

Indefinite from
August 8, 2008

Georgia

Atlanta Roberts, Barry B. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(conviction under 18
U.S.C. § 1001 false
statements to the IRS)

Indefinite from
August 26, 2008
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City & State Name Professional Disciplinary Sanction Effective Date(s)
Designation

Illinois

Lynwood Brown, Roger L. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 8, 2008

Wheaton Coplien, Sandra K. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 8, 2008

Chicago Olis, Jamie CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license in Texas)

Indefinite from
September 10,
2008

Evanston Paden, Betty B. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(attorney disbarment)

Indefinite from
August 8, 2008

Downers Grove Vera, Jorge J. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(stricken from attorney
license roll)

Indefinite from
August 8, 2008

Indiana

Bloomington Colman, David J. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 27, 2008

Iowa

Lost Nation Fulmer, Joseph C. Enrolled Agent Suspended by consent
for admitted violation
of § 10.51 (practitioner
touched a client in an
offensive manner)

Indefinite from
September 22,
2008

Des Moines Rauch, Allan H. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(revocation of attorney
license)

Indefinite from
August 6, 2008

Maryland

Bethesda Callihan, Jr., Herbert A. Attorney Suspended by decision
in expedited proceeding
under §10.82 (attorney
disbarment)

Indefinite from
September 5, 2008
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City & State Name Professional Disciplinary Sanction Effective Date(s)
Designation

Massachusetts

Pittsfield Fuster, Robert M. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 26, 2008

Cambridge Himmelstein, John Attorney Suspended by decision
in expedited proceeding
under §10.82 (suspension
of attorney license)

Indefinite from
September 10,
2008

New Jersey

Deptford Angelucci, John S. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 26, 2008

Hamilton Boyer, David W. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 26, 2008

Wyckoff Giamanco, Thomas A. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 26, 2008

Glenwood Payne, David M. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(attorney disbarment)

Indefinite from
August 26, 2008

New Mexico

Las Vegas Martinez, Melaquias J. CPA Suspended by consent
for admitted violations of
§ 10.51 (failure to timely
file Federal tax returns)

Indefinite from
September 22,
2008

New York

Binghamton Crumb, Edward F. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(suspension of attorney
license)

Indefinite from
August 26, 2008

Brooklyn Grossman, Israel G. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(attorney disbarment)

Indefinite from
August 26, 2008
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City & State Name Professional Disciplinary Sanction Effective Date(s)
Designation

New York (Continued)

Dix Hills Hussain-El, Amin, aka,
Hanks, Andre P.

Attorney Suspended by default
decision in expedited
proceeding under §10.82
(attorney disbarment)

Indefinite from
August 26, 2008

Smithtown Shuster, Robert A. Attorney Suspended by decision
in expedited proceeding
under §10.82 (attorney
disbarment)

Indefinite from
August 15, 2008

Ithaca Sullivan, William
P., aka, Sullivan, Jr.,
William P.

Attorney Suspended by default
decision in expedited
proceeding under §10.82
(attorney disbarment)

Indefinite from
August 26, 2008

North Carolina

Fayetteville Balogun, Jacob O. CPA Suspended by decision
in expedited proceeding
under §10.82 (revocation
of CPA license)

Indefinite from
September 10,
2008

Concord Brown, Thomas D. Attorney Suspended by default
decision in expedited
proceeding under §10.82
(attorney disbarment)

Indefinite from
August 26, 2008

Ohio

Lakewood Heck, John W. CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
September 10,
2008

N. Royalton Herman, Terry B. CPA Suspended by decision
in expedited proceeding
under §10.82 (revocation
of CPA license)

Indefinite from
September 10,
2008

Centerville Marovich, Jennifer L. CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
September 10,
2008

Texas

Dallas Buck, John R. CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
September 10,
2008
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City & State Name Professional Disciplinary Sanction Effective Date(s)
Designation

Texas (Continued)

Amarillo Casey, Laurence C. CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
September 10,
2008

Rockport Huffmeyer, II,
Andrew F.

CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
September 10,
2008

Olis, Jamie, see Illinois

Whichita Falls Sink, Richard T. CPA Suspended by default
decision in expedited
proceeding under §10.82
(revocation of CPA
license)

Indefinite from
September 10,
2008

November 3, 2008 1095 2008–44 I.R.B.



Definition of Terms
Revenue rulings and revenue procedures
(hereinafter referred to as “rulings”) that
have an effect on previous rulings use the
following defined terms to describe the ef-
fect:

Amplified describes a situation where
no change is being made in a prior pub-
lished position, but the prior position is be-
ing extended to apply to a variation of the
fact situation set forth therein. Thus, if
an earlier ruling held that a principle ap-
plied to A, and the new ruling holds that the
same principle also applies to B, the earlier
ruling is amplified. (Compare with modi-
fied, below).

Clarified is used in those instances
where the language in a prior ruling is be-
ing made clear because the language has
caused, or may cause, some confusion.
It is not used where a position in a prior
ruling is being changed.

Distinguished describes a situation
where a ruling mentions a previously pub-
lished ruling and points out an essential
difference between them.

Modified is used where the substance
of a previously published position is being
changed. Thus, if a prior ruling held that a
principle applied to A but not to B, and the
new ruling holds that it applies to both A

and B, the prior ruling is modified because
it corrects a published position. (Compare
with amplified and clarified, above).

Obsoleted describes a previously pub-
lished ruling that is not considered deter-
minative with respect to future transac-
tions. This term is most commonly used in
a ruling that lists previously published rul-
ings that are obsoleted because of changes
in laws or regulations. A ruling may also
be obsoleted because the substance has
been included in regulations subsequently
adopted.

Revoked describes situations where the
position in the previously published ruling
is not correct and the correct position is
being stated in a new ruling.

Superseded describes a situation where
the new ruling does nothing more than re-
state the substance and situation of a previ-
ously published ruling (or rulings). Thus,
the term is used to republish under the
1986 Code and regulations the same po-
sition published under the 1939 Code and
regulations. The term is also used when
it is desired to republish in a single rul-
ing a series of situations, names, etc., that
were previously published over a period of
time in separate rulings. If the new rul-
ing does more than restate the substance

of a prior ruling, a combination of terms
is used. For example, modified and su-
perseded describes a situation where the
substance of a previously published ruling
is being changed in part and is continued
without change in part and it is desired to
restate the valid portion of the previously
published ruling in a new ruling that is self
contained. In this case, the previously pub-
lished ruling is first modified and then, as
modified, is superseded.

Supplemented is used in situations in
which a list, such as a list of the names of
countries, is published in a ruling and that
list is expanded by adding further names in
subsequent rulings. After the original rul-
ing has been supplemented several times, a
new ruling may be published that includes
the list in the original ruling and the ad-
ditions, and supersedes all prior rulings in
the series.

Suspended is used in rare situations to
show that the previous published rulings
will not be applied pending some future
action such as the issuance of new or
amended regulations, the outcome of cases
in litigation, or the outcome of a Service
study.

Abbreviations
The following abbreviations in current use
and formerly used will appear in material
published in the Bulletin.

A—Individual.
Acq.—Acquiescence.
B—Individual.
BE—Beneficiary.
BK—Bank.
B.T.A.—Board of Tax Appeals.
C—Individual.
C.B.—Cumulative Bulletin.
CFR—Code of Federal Regulations.
CI—City.
COOP—Cooperative.
Ct.D.—Court Decision.
CY—County.
D—Decedent.
DC—Dummy Corporation.
DE—Donee.
Del. Order—Delegation Order.
DISC—Domestic International Sales Corporation.
DR—Donor.
E—Estate.
EE—Employee.
E.O.—Executive Order.

ER—Employer.
ERISA—Employee Retirement Income Security Act.
EX—Executor.
F—Fiduciary.
FC—Foreign Country.
FICA—Federal Insurance Contributions Act.
FISC—Foreign International Sales Company.
FPH—Foreign Personal Holding Company.
F.R.—Federal Register.
FUTA—Federal Unemployment Tax Act.
FX—Foreign corporation.
G.C.M.—Chief Counsel’s Memorandum.
GE—Grantee.
GP—General Partner.
GR—Grantor.
IC—Insurance Company.
I.R.B.—Internal Revenue Bulletin.
LE—Lessee.
LP—Limited Partner.
LR—Lessor.
M—Minor.
Nonacq.—Nonacquiescence.
O—Organization.
P—Parent Corporation.
PHC—Personal Holding Company.
PO—Possession of the U.S.
PR—Partner.

PRS—Partnership.
PTE—Prohibited Transaction Exemption.
Pub. L.—Public Law.
REIT—Real Estate Investment Trust.
Rev. Proc.—Revenue Procedure.
Rev. Rul.—Revenue Ruling.
S—Subsidiary.
S.P.R.—Statement of Procedural Rules.
Stat.—Statutes at Large.
T—Target Corporation.
T.C.—Tax Court.
T.D. —Treasury Decision.
TFE—Transferee.
TFR—Transferor.
T.I.R.—Technical Information Release.
TP—Taxpayer.
TR—Trust.
TT—Trustee.
U.S.C.—United States Code.
X—Corporation.
Y—Corporation.
Z —Corporation.
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